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| Gender Issues 
and Employment in Asia . 
Jere R. Behrman and Zheng Zhang 





Abstract. A major means of engaging women more in development processes is increasingly 
productive employment. This paper adds perspective on gender issues and employment in 
Asian developing countries. First, employment experiences of Asian women, both across 
countries and over time, are characterized with aggregate data. There are some strong asso- 
ciations between development and many employment variables, though strikingly not for 
female! male wages. Second, some micro evidence on selected dimensions of Asian employ- 
ment and gender issues is summarized: increasing relative female to male returns to schooling 
in labor markets at higher schooling levels, information problems and possible. statistical 
discrimination against females in rural labor markets, and the limited impact of equal 
opportunity employment efforts. Finally, some employment and gender issues are summa- 
rized relating to women's welfare and employment, the nature of discrimination in labor 
markets, efficiency reasons for policy interventions, the possible’ hey role pof information, and 
the role of education. i 





omen are roughly half of Asia's population, hence, successful broad- 

based growth in the region must substantialy engage women, 

directly or indirectly. This seems so obvious that it is almost trite, 
but nevertheless often seems to be forgotten, ignored, or downplayed. 

. A major, and perhaps the dominant, means of engaging women more 
directly in the development process is through increasingly productive employ- 
ment. For this reason alone it is very important to understand gender issues 
related to employment, including appropriate policies. In addition, the nature 
of women's employment options are thought to affect importantly changes i in 
the quantity of population (through fertility and through increasing the pro- 
ductivity of others) and changes in the quality of population (through human 
resource investments, particularly in children) and thus indirectly other 
important dimensions of broad-based growth. 





Jere R, Behrman is William R. Kenan, Jr. Professor of Economics and Zheng Zhang is a Ph.D. student 
in economics at the University of Pennsylvania. This paper was written for presentation at the Asian 
Development Bank Development Round Table on Employment Creation for Broad-Based Growth held 
on 12-14 October 1994 in Manila, Philippines, while Behrman served as:a consultant for the ADB... The 
authors thank the participants in that DRT and two anonymous referees for helpful comments on 
earlier drafts, including Alan Heston, Elizabeth King, and Robert Summers for help with the aggregate 
data that are used in the section on “Characterization of Aggregate Female Labor:Force Experience in 
Asia". Only the authors, and not the ADB, are joco: for all cea ian given in this paper. 


Asian Development Review, vol. 13, no. 2, pp. 1-49 l i © 1995 Asian Development Bank 


2 Asian Development Review 


The Asian Development Bank (ADB 1994) presents a perspective on the 
current situation regarding Asian women and employment and some critical 
issues (as well as on other issues concerning women in Asia). The thrust of 
this perspective is that Asian women Lave contributed greatly to their econo- 
mies, but only a minority have benefized substantially in the process, while 
the vast majority have continued to be marginalized. 

Some perspective also may be provided by historical analysis of women's 
changing employment in currently developed economies. The most extensive 
such analysis is by Goldin (1990) for the United States, based on longitudinal 
analysis of almost two centuries of data. She concludes that significant prog- 
ress in the economic sphere was achieved by many generations—female employ- 
ment increased, women's earnings rose, and their occupations expanded in 
number. Yet, despite these advances, gender distinctions in society and in 
the workplace eroded slowly, and in the minds of many, the advances were 
rapidly incorporated into a status quo. Pro-women reforms in one generation 
limited women's economic options in subsequent eras, and shifts toward 
rewarding intellect rather than physical strength that narrowed gender gaps 
in earnings were accompanied by shifzs from spot labor markets to longer- 
run attachments. This in turn increased gender earnings and occupational 
differences due to statistical discrimination regarding women being more likely 
to interrupt their labor force experience for periods of child care.' Neverthe- 
less Goldin hypothesizes that in the longer run, economic development will 
eliminate most male-female differences in labor markets." 





1. With regard to advances for one generacion being incorporated into the status quo for 
subsequent generations, for example, at the turn of this century, young women moved from manufac- 
turing to office jobs, a shift that would have important consequences for their employment in future 
decades. But clerical jobs soon became feminized, and most were dead-end, stereotypically female posi- 
tions. Later generations would associate office employment with the unjust treatment of women in the 
economic marketplace rather than with progress. An illustration of the pro-women reforms limiting 
subsequent opportunities was the protective legislation on maximum hours and types of employment 
passed-in the 1880s and first half of the 1900s to protect young, transient, marginal, and exploited 
female laborers, but which limited the options of sudsequent generations of women with strong labor 
force attachments. 

2. "Economic progress over the long run ought zo reduce differences between the earnings of men 
and women. By economic progress, we mean the use of machinery, reliance on mental as opposed to 
physical power, increase in schooling for all, general expansion of the market for goods and services, 
and breakdown of norms and ideologies that have constrained both women and men. The labor 
market's rewards to strength ... ought to be minimized by the adoption of machinery, and its rewards 
to brainpower ought to be increased. Formal education, supplied by the employee, should replace on- 
the-job training possibly denied individuals who, as a group, have varied life-cycle employment. As 
more women enter and remain in the labor market. their experience in jobs and with firms should 
approach that of the male labor force. With the broadening of markets in goods and services, there is 
less gain to specialization by men and women in the home and to household production. Economic 
progress, it seems, should narrow and eventually eliminate differences in the earnings of females and 
males" (p. 59). For the most part this statement refers to a fairly broadly accepted notion of economic 
progress. The part about economic progress meaning 'the breakdown of norms and ideologies that have 
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This paper attempts to add further to the perspective on gender issues 
and employment in developing countries in Asia, both with regard to what 
has been happening and what policy interventions might be warranted. ‘The 


^ second section gives aggregate evidence regarding the experience of Asian 


women and employment—labor force participation rates, sectors of employ- 
ment, employment status, and female/male wages. Because there is such 
heterogeneity among Asian countries with regard to a number of character- 
istics including current per capita income and recent growth, the available 
aggregate indicatcrs of Asian women's employment in individual Asian coun- 


‘tries are compared with the broader Asian or broader international experi- 


ence controlling for per capita income. Because schooling is thought to be 
such an important factor in employment relations, the impact of controlling 
for adult schooling by gender is also explored. The third section summarizes 
some micro evidence on selected dimensions of employment and gender issues, 
in particular, Asian developing countries including the relative female to male 
returns to schooling in labor markets, information problems and possible 
discrimination against females in rural labor markets, and the impact of 

equal opportunity employment efforts. uA the fourth section summarizes 
a number of employment and gender i issues. 


Characterization of Aggregate Female 
Labor Force Experience in Asia . 


What are the basic patterns in aggregate female labor force experience 
in Asia in recent decades? How do these patterns compare with the interna- 
tional experience? In this section we summarize evidence on these topics 
based on the available aggregate data. Data are used for 1970, 1980, and 
1990 for all countries for which they are available. These data have some 
differences in definition across countries and over time and possible selectiv- 
ity in country coverage, for which reason interpretations of these patterns 
must be qualified. Nevertheless, they constitute our best bases for describing 
patterns across countries and over time. The appendix gives the data sources 
and references to more extensive discussions of the limitations of these data.. 

The figures discussed in this section plot values for a range of female 
labor market indicators for Ásian countries against real per capita income. 
All Asian countries for which data are available are included (using symbols 











canstrained both women and men", however, is one that in itself embodies considerable value 
judgments that are not necessarily universally shared. And without this dimension of Goldin's 
definition of economic progress, it is not clear that either the first or the last sentence in the. above 
quotation follows. ` 
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that are given in Appendix Table A.1), though the discussion concentrates on 
the Asian developing countries: The country names for 1990 are underlined; 
since per capita income.increased over time during the two decades covered, 
if there are multiple. observations: for a country the chronology reads from 
left to right. The figures also include regression lines based on all countries 
for which datà are available (not only Asian countries) so that the experience 
of the Asian countries:can be ‘compared with the broader international 
experience. ‘The regression line for the international experience. includes a 
quadratic in per capita‘income so that possibilities of changing—either increas- 
ing or decreasing—relations with per capita income can be explored (e.g., the’ 
U-shaped pattern in female labor force participation with the development 
process emphasized by:Goldin 1990). Appendix Table :A.2 summarizes the 
regression estimates that are plotted in the figures. We also mention in some 
cases whether female and male schooling have significant effects if they are 
included in addition to the quadratic in per capita income, though to keep 
the presentation parsimonious we do not present those regression estimates. 


D 


Adult Female Total Labor Force Participation Rates ; EM 


Total labor force participation (LFP) as used here includes all employee 
statuses: employees, employer and own-account workers, unpaid family work- 
ers, and not classified.’ Figure 1A gives LFP rates for all females aged 15-64. 
The international experience indicates a tendency for female total LFP to 
increase with per capita income, at an increasing rate. Despite the consider- 
able range of countries covered and the inclusion of some time series data; 
there does not appear to be much of the U-shaped patterh that Goldin (1990) 
posits is the norm in the process. of development.: There is a lot of variance 
around the basically increasing tendency. For individual Asian countries the 
paths of LFP over time in some cases have increased (e.g., Pakistan, Malaysia, 
Singapore, New Zealand), but in others have. remained basically stable (e.g., 
Hong Kong, Japan) or fallen (Sri Lanka, Thailand, Turkey). Most of the Asian 
countries for which data are available have LFP rates close to the interna- 
tional experience,. which: implies. about: 0.40: for countries with. per capita 
income at about or lower than the levels of Malaysia or Turkey in 1990 and 





3. These are the employment statusés included in the basic ILO data sources used for this 
analysis. They conventionally do not include so-called "household production," which—as is well- 
known—may causes biases in measurement of employment and of economic prodüct. For example, by 
these conventional measures, employment and economic product would increase if two women who had 
been engaged in household production were to hire each other as employees and still work just as hard 
as before. But data availability limit the considerations of this paper to the conventional definitions. : 
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abcut 0.60 for countries with per capita income at the level of Japan in 1990. 
But there are some notable exceptions. Substantially above the international 
regression line, for example, were Bangladesh,’ People's Republic of China, 
and Thailand—all in the 0.67 to 0.78 range. On the other hand, Pakistan 
was substantially below the line with about a 0.20 rate. Such comparisons 
suggest that from the point of view of direct productive contributions in the 
labor force, Bangladesh, People's Republic of China, and Thailand utilize 
their adult females much better, and Pakistan much more poorly than most 
other countries in Asia and elsewhere. Since the stock of schooled adults 
often is thought to affect importantly LFP decisions, it is interesting to ask if 
the picture changes if there is control for the average schooling of women 
and men in addition to (or instead of) per capita income. Perhaps surpris- 


. ingly, control for average adult schooling does not significantly change the 


picture for total female LFP rates. 


: Figure 1A: Female Total Labor Force Participation Rate 
versus Per Capita Income, Ages 15-64 
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4. Bangladesh was far above the line in 1990, but far below it in 1980. Apparently this reflects a 
change in the definitions used for female employment. We focus on the more recent, 1990 definition 
here and in the discussion below of LFP rates for age ranges. 
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Over time and across countries, of course, the age distribution for female 
labor force participants may change because of changes in the age distribu- 
tion for all women (due to fertility and mortality declines) and because of 
changes in age-specific LFP rates (e.g., associated with more schooling and 
changing child-care patterns). If age reflects productivity-enhancing maturity 
and/or is associated with productivity-enhancing work experience and train- 
ing, increases in the median age of female labor force participants would 
seem to be associated with higher wages on the average for females. Figure 
1B gives the median age for female labor force participants. The average 
international experience indicates an increasing median age with higher per 
capita income: At low per capita income levels the median age of female 
labor force participants is about 30 years, but it increases to about 34 years at 
a per capita income such as that for Singapore in 1990. Among the country 
experiences that stand out in this figure are those of Japan, Hong Kong, 
Malaysia, and Singapore. In 1970 Singapore had a far lower median age of its 
female labor force participants than did any other Asian country for which 
the information is available, about 23 years, almost 5 years below what would 
have been predicted from the international experience given Singapore's per 
capita income at the time. Over the next two decades the median age of female 
labor force participants in Singapore increased rapidly to 32 years, only 
slightly below the international regression line. The pattern is similar in 
Hong Kong, though starting in 1970 with a higher median age of almost 28 
years and increasing primarily in the 1980s also to a level of about 32 years 
in 1990 (very close to that of Singapore, though further below the interna- 
tional regression line because of the higher per capita income level). 
Malaysia's experience in the 1980s was similar to that of Hong Kong's, 
though the similar median ages imply that Malaysia in 1990 was a little 
above the international regression line because Malaysian per capita income 
in that year was substantially below that of Hong Kong. Japan, in contrast, 
in 1970 had a median age of almost 38 years, almost five years above the 
international regression line. During the 1970s the median age of Japanese 
female labor force participants increased very slightly and the amount by 
which it exceeded the international regression line fell. But in the 1980s the 
median age of Japanese female labor force participants increased substan- 
tially to almost 43 years in 1990, over seven years above the international 
regression line. Thus all four of these fast-growing economies had substan- 
tial recent increases in the median age of female labor force participants— 
probably relatively large in comparison with the U.S. experience over similar 
time periods summarized in Goldin (1990). But only Japan started in 1970 
with a median age significantly above the international regression line and 
increased the median age of female labor force participants so that in 1990 it 
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Figure 1B: Median Age of Female Labor Force Participants 
versus Per Capita Income 
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was much further above the regression line. The relation between the median 
age of labor force participants and productivity is likely to be nonlinear, 
though the dominant tendency over the ranges observed is likely to be positive 
because the effects of greater experience and training are likely to outweigh 
the effects of knowledge obsolescence, less physical vigor, and less flexibility. 

These different patterns in median ages of female labor force partici- 
pants translate into striking patterns in the ratios of median ages of female 
labor force participants to median ages of male labor force participants 
(Figure 1C). The international regression indicates that at low levels female 
labor force participants have a median age about 0.95 of that of males, which 
or. the average declines to a little more than 0.90 of that of males at per 
capita incomes around those of Japan in 1970 or Singapore in 1980, and then 
increases to parity with that for males at per capita incomes significantly 
greater than that of Japan in 1990. But the observed Asian experience in the 
time period considered falls into three groups with median ages for females 
being, respectively, about 0.72, 0.87, and 0.98 of the median ages for males. 
Singapore and Hong Kong were in the first group with very young female 
workers compared to male workers in 1970, but both jumped to the inter- 
mediate group in 1980 and 1990. Malaysia was in the intermediate group in 
1980, but jumped to the third group in 1990. People's Republic of China, 
Myanmar, Sri Lanka, and Thailand are observed only in the intermediate 
group. Bangladesh, Indonesia, Japan, Korea, New Zealand, Pakistan, and 
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Turkey are observed only in the third group. Economies in the intermediate 

group such as People's Republic of China, Hong Kong, Myanmar, Singapore, | 
Sri Lanka, and Thailand would seem to have relatively great potential for 

increasing average female productivity through the productivity gains of 
maturity and associated experience if the median age of female participants 

increases to that of male participants. Of course even if the median ages of 
female and male labor force participants are more or less the same (as in the 

third group), the actual labor force experience and related training of females 

on the average may be less than for males because of more eee in 

labor force participation and less incentives for training. 


Figure 1C: Ratio of Median Age of Female Labor Force Participants 
to Median Age of Male Labor Force Participants 
versus Per Capita Income 
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Sector of Employment of Adult Female Labor Force Participants 


' Figures 1A-1C refer to female LFP in all sectors. But there may be sub- 
stantial differences in such participation across production sectors. Figures 
2A and 2B, therefore, present the shares of female labor force participants in 
two major production sectors—manufacturing and agriculture. (Most female 
workers not in these two sectors, of course, are working in services.) 

The international experience suggests that on the average the share of 
total female workers who are in manufacturing tends to be at about 0.07 at very 
low levels of per capita income and then to increase sharply to almost 0.25 
for levels of per capita income around that experienced by Singapore in 1990 
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Figure 2A: Share of Female Labor Force Participants 
in Manufacturing versus Per Capita Income 
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Figure 2B: Ratio of Share of Female Labor Force Participants in 
Manufacturing to Share of Male Labor Force Participants 
in Manufacturing versus Per Capita Income 
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or Japan and New Zealand in 1980; for still higher levels of per capita 
income this share tends to decline. Most Asian countries for most years are 
fairly close to this international average experience, though there are some 
noteworthy exceptions, most strikingly Hong Kong in all years and Singapore 
in 1980. Hong Kong in 1970 had almost 0.60 of its female labor force in 
manufacturing, as compared with an international average at the same level 
of per capita income of about one quarter that level. Presumably this rela- 
tively high concentration in manufacturing reflects the very small agricul- 
tural employment in Hong Kong. In the next two decades, the share of female 
workers in Hong Kong fell dramatically (particularly in the 1980s) to about 
0.30 in 1990, largely due to a shift to services. But the Hong Kong female 
employment share in manufacturing in 1990 still was double the average 
international experience for that level of per capita income. Singapore had a 
share of female workers in manufacturing about 0.10 above the international 
regression line in 1970, which sharply increased to almost 0.20 above the 
international regression line in 1980, and then fell to less than 0.10 above in 
1990. Singapore, like Hong Kong, does not have a large agricultural sector, 
for which reason Singapore and Hong Kong tend to have had relatively high 
female employment shares in manufacturing. But these two economies still 
had very different female employment shares in 1970 (with Hong Kong's 
more than double that of Singapore) and fairly large changes in the opposite 
direction in the 1970s, even though by 1990 both had converged to about the 
same value. As for total female LFP rates, inclusion of adult schooling in 
addition to per capita income does not significantly change the picture. 
However, if average adult female and male schooling are included without 
control for per capita income, the estimates suggest that every additional 
year of female schooling is associated with an increase of 0.01 in the share of 
female labor force participants working in manufacturing (though there is 
no significant association with adult male schooling). 

The international experience suggests that on the average the share of 
total female workers who are in agriculture tends to be over 0.50 at very low 
levels of per capita income and then to fall sharply to less than 0.05 for levels 
of per capita income around that experienced by Singapore in 1990 or Japan 
and New Zealand in 1980.° Most Asian developing countries for most years 





5. Examination of the share of female workers in agriculture relative to the share of male 
workers in agriculture, however, indicates that on average this ratio is less than one in Asian countries. 
This, in combination with the average lower LFP rates for females than for males, contrasts with the 
assertion in ADB (1994, 3) that "women provide between 60-80 percent of the region's agricultural 
labor". Unfortunately the source for the ADB (1994) estimate is not clear, so we cannot tell why it 
differs so much from the implications of the International Labour Organisation (ILO) data, though the 
ILO data have been criticized by some for undercounting women's contribution particularly as unpaid 
family workers in agriculture. 


px 
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are fairly close to this international average experience, though there are some 
noteworthy exceptions. In particular, Turkey, Nepal, Thailand and India 
(the last for 1970 and 1980 but not 1990) have shares of total female employ- 
ment in agriculture in the range of 0.64 to 0.99—from 0.28 to 0.60 above the 
average international experience controlling for per capita income. In the 
other direction, only Singapore in 1970 was as much as 0.20 below the inter- 
national regression line. In contrast to the total female labor force participa- 
tion rates and to the share of female workers in manufacturing, the share of 
female workers in agriculture is significantly associated with average adult 
female and male schooling even if there is control for per capita income. For 
every additional year of average adult female schooling, the share of all 
female workers who are in agriculture drops on the average by 0.08, but for 
every additional year of average male schooling this share increases on the 
average by 0.06 percent. 

Of course different economies differ in their comparative advantages for 
manufacturing versus agriculture versus other productive activities. Such 
differences, as noted above, may account for some of the differences in the 
distribution across sectors of female laborers—such as the high shares in 
manufacturing in Hong Kong and Singapore. But such differences in com- 
parative advantage arguably should affect all workers, not just women. 
Therefore it is of interest to consider patterns in the ratios of the share of 
female workers to the share of male workers in manufacturing and in agri- 
culture, since such ratios effectively control for differing comparative advan- 
tages of different economies. Figures 2C and 2D plot these ratios. 


Figure 2C: Share of Female Labor Force Participants 
in Agriculture versus Per Capita Income 
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Figure 2D: Ratio of Share of Female Labor Force Participants 
in Agriculture to Share of Male Labor Force Participants 
in Agriculture versus Per Capita Income 
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The international experience suggests that on the average, the ratios of 
the share of total female workers who are in manufacturing to the share of 
male workers who are in manufacturing declines from about 0.95 at very low 
levels of per capita income to about 0.65 at the level of per capita income in 
Japan in 1990. Several Asian countries have ratios more than 0.50 above the 
average international experience controlling for per capita income: the 
Philippines (especially in 1970), Singapore, Malaysia, Myanmar, Malaysia, 
and Hong Kong. Nepal, Pakistan (in 1970), and especially Turkey have ratios 
more than 0.50 below the average international experience. The difference 
between these two groups reflects in part that this ratio increases by 0.06 for 
every additional year of average female schooling of adults even after con- 
trolling for per capita income. 

The international experience suggests that on the average the ratio of 
the share of total female workers who are in agriculture to the share of male 
workers who are in agriculture declines from about 0.80 at very low levels of 
per capita income to about 0.55 at the level of per capita income in Japan in 
1980 or Singapore in 1990. Three of the countries.indicated in the figure 
have ratios more than 0.60 above the average international experience con- 
trolling for per capita income: Republic of Korea (in 1980), Turkey, and 
Japan. Only Singapore in 1990 is more than 0.30 below the international 
regression line. Three of the four countries that have relatively high shares 
of total female workers in agriculture (Figure 2B) also have relatively large 
shares of male workers, so that the ratio of the shares is close to (although a 


-— 


Gender Issues and Employment in Asia 138 


little above) the average international experience—India, Nepal, and Thailand. 
But the fourth country, and the one with the share of female workers in 


agriculture most above the international regression line in Figure 2B also 


stands out in Figure 2D—Turkey. In 1960 Turkey had a ratio 0.97 above 
that predicated by the international experience—second only to Japan in 
19€0 which was 1.15 above. But in the two subsequent decades, while the 
Japanese ratio declined toward the international experience, that in Turkey 
diverged sharply away to a level of 2.45 in 1990, about 1.80 above thé 
average international experience at Turkey's 1990 per capita income. Thus 
in Turkey, in contrast to most of Asia, agriculture became increasingiy impor- 
tart as the source of employment for females relative to its importance as a 
source of employment for males. Finally, it is important to note that the ratio 
of the shares of female to male workers in agriculture reflects average female 
and male schooling of adults even after controlling for per capita income: 
every additional year of average female schooling reduces this ratio by 0.24 
and every additional year of. average male schooling increases it by 0.20. 

The patterns of the distribution of workers by gender across the major 
production sectors can be summarized by an index of sectoral dissimilarity 
that ranges from zero if the shares of total female and total male workers are 
the same in each sector to a value of one if each sector has only females or 
only males. Figure 2E plots this index for three aggregate sectors— 
manufacturing, agriculture, and others. The average international experience 
is that this index declines with increases in per capita income so that the 
distribution of workers across production sectors by gender becomes more 
similar as per capita income increases. For most Asian countries this index is 
below or very close to the international regression line, suggesting that in 
most of the region the distribution of workers across major production 
sectors by gender is as similar or more similar than elsewhere. The 1990 
observations for Indonesia, Thailand, Singapore, Hong Kong, and Japan and 
the 1980 observations for Sri Lanka and Bangladesh (n which two cases 
there are no 1990 observations) all indicate very close to equal distribution 
by gender across the three aggregate production sectors. But there are some 
notable exceptions. Pakistan, the Philippines, Hong Kong, and Turkey all 
have at least one observation indicating substantially more gender segrega- 
tion by major production sectors than the average international experience. 
And Turkey not only is much further above the international regression line 
than any of the other Asian countries for which observations are available, 
but had increased production sector segregation by gender over this period 
(particularly in the 1970s) due to the increasing relative concentration of 
female workers in agriculture noted above with regard to Figure 2D. 
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Figure 2E: Dissimilarity Index for Distribution 
of Female and Male Labor Force Participants 
across Major Productive Sectors versus Per Capita Income 
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Employment Status of Adult Female Labor Force Participants 


Data are available with which to calculate the shares of the total labor 
force participants in four mutually exclusive employee statuses: (i) employees, 
(i) employer and own-account workers, (iii) unpaid family workers, and (iv) 
not classified. Figures 3A-3K graph information about the shares of female 
workers in the first three of these categories versus per capita income (the 
fourth is excluded because it is so heterogenous across countries, which also 
may cause some problems in interpretation for the other figures particularly 
for India and to a lesser extent for Pakistan in which cases these values are 
very large). For the first three categories graphs are presented for the total 
labor force and for those only in agriculture and only in manufacturing. 

The share of employees in total female labor force participants (Figure 
3A) in the international experience increases sharply from an average of 
about 0.25 at per capita incomes comparable to the lowest observed recently 
in Asia to almost 0.90 for per capita incomes at levels recently experienced 
by Singapore, with some suggestion of declines for stil higher per capita 
incomes. Almost all individual Asian developing countries for which data are | 
available have had increases in recent decades. These increases have been 
particularly sharp for countries such as Turkey, Thailand, and Japan that 
started with relatively low shares of employees in the total labor force in 


"y 
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Figure 3A: Share of Female Labor Force Participants in. 
Employee Status versus Per Capita Income 
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comparison with the international experience. Even after such sharp increases, 
however, the share of employees among total female labor force participants 
remained low relative to the international experience in 1990 in Turkey 
(about 0.20) and Thailand (about 0.25). As per capita incomes increase, the 
conjunction of increasing total female LFP rate (Figure 1A) and increasing 
share of employees in total female labor force participants over a consider- 
akle range (Figure 3A) result in sharper increases in the LFP for employees 
(a subset of the total), with the international averages less than 0.10 for low 
per capita incomes and increasing to over 0.50 for per capita incomes around 
the Hong Kong and Japanese levels in 1990 (Figure 3B). Most of the observa- 
tions on Asian countries are within 0.10 of the international regression line, 
though Turkey and Japan in 1990 were somewhat more than 0.10 below the 
line and Hong Kong in 1970 was somewhat more than 0.10 above the 
regression line. 

Within manufacturing (Figure 3C), the share of female workers who are 
employees generally is higher than in the overall economy, with increases 
from about 0.35 at very low per capita incomes to about 0.95 at per capita 
incomes comparable to that of Singapore in 1990 (with some possible decline 
at still higher levels). Most Asian countries are quite close to the interna- 
tional regression line for manufacturing, though Sri Lanka (and to a lesser 
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Figure 3B: Share of Females Aged 15-64 in Employee Status 
: versus Per Capita Income `- 
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Figure 3C: Share of Female Labor Force Participants in Manufacturing 
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extent, Republic of Korea and Hong Kong through 1980) is notably above the 
levels predicted by the international experience. Within agriculture (Figure 
3D), in contrast, there is a fairly constant share on the average in the interna- 
tional experience around 0.23. Most Asian countries tend to have somewhat: 
smaller shares of female workers in agriculture who are employees’ than 
predicted by the international experience controlling for per capita income, 
but Sri Lanka is a notable exception with about 0.75 of the female agricul- 
tural workers in employee status. In contrast to the total labor force par- 
ticipation rates, adult schooling does tend to have a strong and significarit 
impact on the shares of women workers in employee status—in the total 
economy an increase of 0.05 for every additional year of average adult female 
Schooling and an decrease of 0.03 for every additional year of adult male 
schooling (with somewhat larger effects in agriculture but no significant effects 
in manufacturing). Thus, if employee work status confers more choice, inde- 
pendence and greater bargaining power for females, as is often claimed, the 
importance of this status is likely to increase with general economic growth, 
more shifts of employment into manufacturing and out of agriculture, and 
increased female education (particularly relative to male education). 


Figure 3D: Share of Female Labor Force Participants in Agriculture 
Who are in Employee Status versus Per Capita Income 
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The share of employer and own-account workers in total female labor 
force participants in the international experience declines fairly sharply 
from an’ average of about 0.25 at low incomes to about 0.05 at levels experi- 
enced recently by countries such as Singapore and Hong Kong, and then may 
increase somewhat (Figure 3E). Most individual Asian countries have been 
fairly close to the international experience, though Indonesia is relatively 
high and some such as India (probably because of the large unclassified 
sector), Sri Lanka (with large employee share), and Turkey (with large 
unpaid family worker share) are relatively low. Within manufacturing 
(Figure 3F), the share of female workers who are employer and own-account 
workers in the international experience generally tends to be almost 0.5 at 
very low per capita incomes and to decline sharply on the. average at higher 
per capita incomes virtually to zero. Most Asian countries are quite close to 
the international regression line for manufacturing, though Republic of 
Korea and Sri Lanka tend to have had smaller shares. Within agriculture 
(Figure 3G), in contrast, there is no significant association of this share with 
per capita income, but instead a fairly constant share on the average in the 
international experience around 0.32. In contrast to the shares by employee 
status, moreover, adult schooling has only a marginal impact on the shares of 


Figure 3E: Share of Female Labor Force Participants in Employer 
or Own-Account Worker Status versus Per Capita Income 
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Figure 3F: Share of Female Labor Force Participants in Manufacturing 
in Employer or Own-Account Worker Status versus Per Capita Income 
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Figure 3G: Share of Female Labor Participants in Agriculture in Employer 
or Own-Account Worker Status versus Per Capita Income 
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women workers in-employer and own-account labor force status—in the total 
economy an incréase of 0.01 for every additional year of average adult female 
schooling and an decrease of 0.01 for every additional year of adult male 
schooling (with somewhat larger effects in agriculture and in manufacturing). 
Thus, if employer and own-account work status reflects greater independ- 
` ence and-bargaining power for females, as is often claimed, the importance of 
this status is likely to diminish with general economic growth over a con- 
siderable range, more shifts of employment out of agriculture, and perhaps 
increased female education (particularly relative to male education). 

The share of unpaid family workers in total female labor force partici- 
pants in the international experience declines fairly sharply from an average 
of about 0.20 at low incomes to almost zero at levels experienced recently by 
the higher per capita income Asian countries (Figure 3H). For móst individual 
Asian countries there also have been declines (though with a few éxceptions 
such as India, Malaysia, and the Philippines). These declines have been par- 
ticularly sharp for most of the Asian countries that started with high shares 
of unpaid family labor in the total labor force in comparison with the inter- 
national experience—Turkey, Thailand, Korea, Japan, and Australia. Even 
after such sharp declines, however, the share of unpaid family workers among 
total female labor force participants remained high relative to the interna- © 
tional experience in 1990 in Turkey (about 0.70) and Thailand (about 0.55). 
Within manufacturing (Figure 31), the share of female workers who are 
unpaid family workers generally is lower than in the overall economy, but 
still declines fairly sharply on the average at higher per capita incomes. Most 
Asian countries are quite close to the international regression line for manu- 
facturing, though India, Pakistan and Japan have relatively high shares. Within 
agriculture (Figure 3J), in contrast, there is no significant association of this 
share with per capita income, but instead a fairly constant share on the 
average in the international experience around 0.38. Some Asian countries 
—notably Turkey, Thailand, Korea, and Japan—have substantially larger 
shares of female workers in agriculture who are unpaid family workers than 
predicted by the international experience controlling for per capita income. 
For such countries these high shares of female workers in agriculture who 
are unpaid family workers primarily are the source of the high shares of 
female workers in the total-economy who are unpaid family workers. The 
declines in the shares of female workers who are unpaid family workers in 
the total economy reflects a combination of shifts out-of agriculture and 
increases in per capita income. In contrast to the total labor force participa- 
tion rates, moreover, adult schooling does tend to have a strong and signifi- 
cant impact on the shares of women workers in unpaid labor force status—in 
the total economy a reduction of 0.05 for every additional year of average adult 
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FIRR 3H: Share of Female Labor Force Participants i in ‘Unpaid Family 
` Worker Status versus Per Capita Income 
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Figure 3I: Share of Female Labor Force Participants in Manufacturing 
in Unpaid Family Worker Status versus Per Capita Income 
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Figure 3J: Share of Female Labor Force Participants in Agriculture 
in Unpaid Family Worker Status versus Per Capita Income 
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female schooling and an increase of 0.04 for every additional year of adult 
male schooling (with somewhat larger effects in agriculture and smaller ones 
in manufacturing). Thus, if unpaid family member work status reflects less 
independence and less bargaining power for females, as is often claimed, the 
importance of this status is likely to diminish with general economic growth, 
more shifts of employment out of agriculture, and increased female education 
(particularly relative to male education). 

Finally, for employment status as for productive sector of employment, 
it is of interest to ask to what extent are there overall gender differences. 
This is of interest because arguably some of these status categories reflect 
greater social status, more independence, more control over resources, and 
more power than do others, and because Goldin (1990) and others suggest a 
decline in such differences occurs with the process of development. As noted 
above, there are suggestions in the literature (including ADB 1994) that 
employment status as an employee, employer or own-account worker is better 
for such reasons than employment status as an unpaid family worker or not 
otherwise categorized. Figure 3K plots an index of gender dissimilarity 
regarding employment status (with a value of zero indicating no dissimilar- 
ity and a value of one indicating complete gender segregation by employ- 
ment status). The average international experience indicates (as in Figure 2E 
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Figure 3K: Dissimilarity Index for Distribution 
of Female and Male Labor Force Participants 
Across Employee Statuses versus Per Capita Income 
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for the parallel index for distribution across productive sectors) significantly 
ircreasing employment status similarity as per capita income increases. 
Turkey stands out again with the greatest employment status dissimilarity 
by gender among the countries observed, both in absolute terms and relative 
to the international regression, presumably because of the great concentration 
of Turkish female workers in unpaid family status in agriculture. The other 
countries with relatively high gender dissimilarities in employment status 
include Pakistan, Thailand, Korea, Japan, and Indonesia. Most of these 
countries (including Turkey) had decreasing employment status dissimilar- 
ity by gender over time, but Indonesia and Pakistan had increases between 
1980 and 1990. At the other extreme, Bangladesh and Nepal both had 
relatively low indices of employment status dissimilarity by gender. If 
having employment status more like that of men is an indicator of greater 
gender equality and empowerment of women, the available data would seem 
to indicate that by this index on the average women's employment position is 
improving in the region—which seems in contrast in flavor to the spirit of 
tne assertion in ADB (1994, 3) that "Rather than making gains, there is 
increasing evidence of a worsening situation for many women in the 
region...." 
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Female-Male Wage Ratios - 


Unfortunately aggregate data are available for relatively few countries 
both in Asia and elsewhere on average female and male wages. Figures 4A 
and 4B plot the available data on female-male wage ratios respectively for 
manufacturing and for the nonagricultural economy." The international experi- 
ence for both wage ratios reveals no significant relation with per capita 
income, a result consistent with the relative constancy of this ratio in the U.S. 
between 1950 and 1980, though not with two earlier episodes of substantial 
increases nor with the apparent secular increases since 1980 (Goldin 1990). 
The international average for the manufacturing wage ratio is 0.73 and for 
the nonagricultural wage ratio, only 0.75. Thus, independent of per capita 
incomes, the available international data suggest that on the average female 
wages are a little over 0.70 of male wages. But there is considerable variance 
around these averages among the observed values for Asian countries. Much 
lower ratios—less than 0.5—are reported for both manufacturing and non- 
agriculture in Korea and for manufacturing in Japan (where those for non- 
agriculture are slightly higher). Higher ratios—over 0.80—are reported for 
manufacturing in Myanmar, Sri Lanka, Turkey, and Australia and for non- 
agriculture in Sri Lanka, Turkey, Australia, and New Zealand. With increases 
in per capita income, the manufacturing ratios increased in Myanmar, New 
Zealand, and Australia and the nonagricultural ratios increased in New 
Zealand, Australia, Singapore, and Japan (between 1970 and 1980)—but the 
manufacturing ratios decreased in Hong Kong, Japan, and Singapore and 
the nonagricultural ratios decreased in Hong Kong and Japan (between 1980 
and 1990). Therefore the data for Asia not only suggest a wide variety of 
ratios, but that in a number of cases the economies that are thought to have 
had among the more impressive overall economic experiences in recent 
decades have had relatively low and often falling ratios of female to male 
wages. Adding average adult female and male schooling to the relations with 
control for per.capita income, moreover, does not add significantly to their 
explanatory power. Of course it is possible that this phenomenon reflects 
that with the substantial expansion in female employee status with develop- 
ment (Figure 3B), the average work experience of this group has declined or 
increased very little (as in the United States during the initial stages of the 
post-Second World War increase in female LFP, see Goldin 1990). Tf so, then 
with more time, for this reason alone, the female-to-male wage ratio probably 





6. As Freeman (1994) has emphasized, there are considerable problems in comparing wages 
across countries because of the question of what exchange rate to use. The comparison here of female 
to male wages avoids this issue because within a country both females and males face the same price 
structure and exchange rates. 
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Figure 4A: Ratio of Female Manufacturing Wages to Male 
Manufacturing Wages versus Per Capita Income 








Edu o. oe oec. | cett nca ce 
392 17007 


Chain Index, GDPpc in const $ 


Figure 4B: Ratio of Female Nonagricultural Wages to Male Nonagricultural 
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will increase. But for some countries there appears already to have been 
considerable increases in the median age of total female workers (Figure 1B), 
though not in the female-to-male wage ratio. 


Selected Microeconomic Case Study Evidence 


The aggregate data utilized in the previous section is the best basis for 
constructing a broad picture of gender issues and employment, including 
differences among Asian countries in gender dimensions of labor market 
outcomes. But these associations are fairly crude and do not lead to much 
insight regarding causality as opposed to associations. Careful empirical 
micro case studies can also help to increase understanding of various dimen- 
sions of gender issues and employment, including some aspects on which 
aggregate studies are not informative. Micro studies generally use data 
generated by behavior and, thus, must be undertaken carefully if they are to 
succeed to advance understanding of causality. But they have much more 
potential than analysis of aggregate data to reveal the nature of the under- 
lying behavior and the underlying causality. In this section we summarize a 
few selected examples of relevant micro studies of gender issues and employ- 
ment in Asia. 


Differential Returns by Gender in Indonesian Labor Markets 


The aggregate data summarized in the previous section indicates that 
average wages received by females are less than those received by males. 
But that does not necessarily mean that females face discrimination in labor 
markets or that they receive lower returns in labor markets to their school- 
ing or experience. The aggregate evidence in the previous section also indicates 
that female labor force participants in many Asian countries are younger 
than male labor force participants, which probably is associated with 
relatively even less work experience and training than males. Aggregate data 
in studies such as Behrman and Schneider (1994) indicate that females also 
have less schooling than males in most Asian (and other) countries. In part 
the lower female than male wages may simply reflect less schooling and less 
experience. 

To understand better the relations between gender differences in wages 
and human resource investments such as schooling and experience, there 
have been many analyses of possible gender differences in the impact of 
human resources on labor market earnings. Most of these studies involve 
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estimates of the rates of return to schooling. One, by direct comparisons of 
the present discounted values of earnings streams for different schooling 
levels. Two, by estimates of multivariate semilog earnings functions in which 
the coefficient of schooling is interpreted to be the private rate of return to 
time spent in school instead of in the work force (perhaps modified by using 
data on public schooling costs to obtain so-called "social" returns), using cross- 
sectional data to approximate life-cycle developments. Psacharopoulos (1985, 
Table A-2) summarizes a number of such studies, including the following 
percent estimates of rates of return for Asian countries: 








Country Year Educational Level Men Women 
Australia 1976 University 21.1 ` 21.2 
Japan 1976 University 6.9 6.9 

1980 University , 9.7 5.8 

Korea, Rep. of 1971 Secondary 13.7 16.9 
University 15.7 22.9 

1976 All 10.3 1.7 

1980 All 17.2 5.0 

Sri Lanka 1981 All 6.9 7.9 
Taipei,China 1982 Primary 8.4 16.1 


Thailand 1971 All 9.1 13.0 


Though there are a number of other similar studies, this summary gives 
the flavor of the estimates in this literature. In many cases the estimates 
indicate no substantial gender difference in the labor market returns of 
schooling, but in other cases they indicate substantial differences favoring 
women (e.g., Republic of Korea 1971, Taiwan, and Thailand) or favoring men ` 
(Republic of Korea 1976, 1980). Such results suggest that women generally, 
though not always, have received labor market returns in Asia at least of the 
same order of magnitude as have men. In some cases, there also are efforts 
to decompose the wage differentials between differences in observed human 
resources and "wage discrimination" (i.e., the residual difference). For instance, 
the Gannicott (1986) study for Taipei,China (from which the Taipei,China 
1682 entry in the above table is taken) reports a gender salary differential of 
0.44, one third of which is due to difference in observed schooling and years 
since schooling ("experience") and two thirds of which is unexplained 
("discrimination"). But most of these studies suffer from a number of problems, 
including inferring dynamic patterns from cross-sectional data, often mixing 
the effects on the value of time (the wage rate) with that on hours worked by 
using earnings, ignoring the impact of grade repetition and school dropouts, 
and ignoring the possibility that individuals’ backgrounds (e.g., abilities, 
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motivations, habits, and family connections) directly. increase both their 
schooling and their labor market earnings, so that schooling in such studies 
partially represents the effects of unobserved background in addition to the 
effects of schooling itself. 

A recent study by Behrman and Deolalikar (1995) using data from the 
1986 Indonesian Labor Force Survey (SAKERNAS)--a stratified national 
sample of about 250,000 individuals—deals with some of these problems by 
controlling for gender differences in repetition and dropout rates, by control- 
ling for unobserved household and community characteristics, and by dis- 
tinguishing between wage rates ànd total earnings (since women average 
fewer hours in the paid labor force). Among labor force employees in this 
sample, men are older (an average of 2.8 years), have more schooling (24 
percent of men and 41 percent of women had not completed primary school), 
have more general and less vocational schooling (among those who pro- 
ceeded beyond junior high school, 60 percent of females and 43 percent of 
males completed vocational senior high school) and receive wages on the 
average 85 percent higher than women (or, equivalently, the female wage 
rate averages 54 percent of the male wage rate). Therefore the large gender 
gap in observed wages may reflect a number of factors that can be summa- 
rized in the possibility that simply males have more human resources 
(observed and unobserved) or that they receive higher returns to those 
human resources. 

‘The Behrman: and Deolalikar estimates indicate that controlling for 
unobserved household and community characteristics and distinguishing 
between wage rates and total earnings affect importantly the estimated 
gender patterns in returns to human resources (and controlling for grade 
repetition and dropouts affects the estimates more or less the same for males 
and females), so the standard estimates such as summarized above may be 
misleading. The estimated age-gender interactions tend to favor males, and 
may in part reflect gender differences in labor market experience, since the 
associated male-female wage gap increases over the initial decades of work 
experience. But this gap is significant also for very young workers, which 
suggests that it is not due to differential experience alone. It is difficult to 
tell from the data whether such differences aré due to different distributions 
of skills rewarded in: the labor market by gender, different work experience 
and on-the-job training by gender, or labor market discrimination against 
women. The empirical results concerning associations of schooling with 
wages indicate that the marginal increases of wage rates and earnings with 
post-primary schooling are greater in percentage terms for females than for 
males in Indonesia (e.g., for general senior high school, 9.1 percent for females 
and about half as much at 4.7 perceiit for males). Thus, these estimates do 
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nor suggest that females face strong discrimination in the form of lower rates 
of return to post-primary schooling investments, as is sometimes claimed. 
These results may, to the contrary, indicate that private rates of return to 
schooling investments in females are higher than are those to males. Private 
rates of return to schooling may be higher for females than for males 
because of higher interest costs of resources for schooling investments in 
fernales, higher risk premia for investing in schooling of females, disequilib- 
rium in labor markets with greater lags in schooling investment adjustments 
for females, or less discrimination against women in occupations demanding 
more schooling. If any of these explanations are important, lessening the 
gender gap in schooling would be advantageous in terms of efficiency in the 
wage labor market, in addition to the gains in terms of equity. The means of 
best doing so would depend on identifying which of these factors underlie the 
gender differences in the estimated rates of return to schooling. However, 
other reasons, such as differential nonpecuniary returns by gender, may mean 
that these and other estimates may be misleading regarding gender differ- 
ences in the estimated private pecuniary rates of returns to schooling. 
Therefore, further analysis with new data and/or approaches that could 
identify the underlying causes of the estimated gender differences in the 
rates of return to schooling would have high benefits in terms of positive 
economics and in terms of understanding the implications of these and other 
results for policy prescriptions. 


Imperfect Information and Discrimination in Rural Labor 
Markets in the Philippines, India, and Pakistan 


Employers often have imperfect information about the productivity and 
the labor force attachment of their employees. As a result they may engage 
in statistical discrimination by attributing to individuals characteristics of 
tke larger group to which that individual belongs. For example, Goldin (1990) 
claims that in the U.S. individual women historically tended to receive less 
training than men from employers even if they individually had strong labor 
farce attachment because many women had less labor force attachment in 
part due to child birth and child care (also see subsection 4.4 on Japan). That 
is, employers could not tell how attached a particular woman was to the 
labor force, so they attributed to that woman the characteristic that on the 
average women had less labor force attachment than men so the employer 
was less likely to receive productivity gains from investing in women than 
from investing in men. Such statistical discrimination can result in.lowers, 
training and lower wages for a woman who is equally attached to the fabi Ps 
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force (and equally qualified in other respects) as a man, which may contribute 
to the gender gap in wages, cause gender inequalities, result in inefficient 
use of human resources, create incentives for women to invest less in human 
resources, create incentives for women to be self-employed or work as unpaid 
family workers instead of as employees, and be less involved in the develop- 
ment process. But it is very difficult with most available information to know 
just how important such information problems are. Therefore, until very 
recently, there have been no systematic empirical studies on the role of such 
information problems in labor markets in Asia or elsewhere. 

Foster and Rosenzweig (1998a, b; 1994a, b), however, use special data to 
investigate the importance of such information problems in rural casual 
labor markets in the Philippines, India, and Pakistan. The data that they 
use, for example, includes for the same individuals both piece-work wages 
(that provide a direct productivity indicator) and time wages (that do not). 
They posit that the absolute value of the difference between piece-work and 
time wages for an individual indicates the extent of employer ignorance 
about that worker's productivity, and find that this difference is inversely 
related to cumulative time in the market and employee literacy, though not 
significantly related to sex. However, since women participate less in these 
markets than men and are less likely to be literate than men, there gener- 
ally is more uncertainty about any given woman's productivity compared 
with that of any man with the same observed characteristics. This suggests 
that employers would find it more costly on average to hire women even if 
they were on average as productive as men because of the greater uncer- 
tainty they have about women's productivities. They also find that, among 
workers with the same productivity, men are paid higher time wages than 
women (e.g., 62 percent higher in India, 24 percent higher in the Philippines) 
because of employer ignorance of true productivity and statistical discrimi- 
nation given that on average men are more productive (e.g., piece-work 
wages 87 percent higher in India, 20 percent higher in the Philippines). But 
though there is evidence of such statistical discrimination against women, 
they do not find evidence of taste discrimination in the sense of women being 
paid less for the same employer perceived productivity as men (though they 
do find evidence of taste discrimination against low castes in India). Finally, 
they explore the determinants of occupational specialization by gender, namely 
the relative concentration of women in weeding that has been claimed by 
some such as Bardhan (1984) to reflect employer discrimination and monop- 
sony power. They find that this allocation reflects comparative advantage, 
not taste discrimination on the part of either employees or of employers, 
though there is the statistical discrimination noted above. 
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Impact of the Japanese 1986 Equal Employment 
Opportunity Law on Women 


Equal pay for equal work independent of gender was mandated by 
Japan's Labor Standard Law in 1947. In subsequent years, however, there 
was considerable occupational segregation by gender, so female and male 
wages were not equalized. Indeed, the ratio of women's to men's hourly 
earnings in 1980 was 0.54, lowest of all the major developed nations, and 
female to male manufacturing and nonagricultural wages have been rela- 
tively low compared with most of the rest of Asia as well as the general 
international experience (Figures 4A and 4B). A major goal of the 1986 law 
was to improve women's economic prospects by helping them to gain access 
to those jobs and career paths from which they formerly were excluded. This 
law, according to Edwards (1994, 217), "prohibits gender discrimination with 
respect to vocational training, fringe benefits, retirement, and dismissal and 
urges firms to try to equalize opportunity with regard to recruitment, hiring, 
job assignment, and promotion." At the time that the law went into effect, 
the expectations of some analysts such as Edwards (1988) was that the law 
wauld not have much effect because the dominant system of lifetime employ- 
ment by large firms (in which employees are hired upon graduation from 
school and expect to stay with the same firm until the age of compulsory 
retirement) is not compatible with the M-shaped pattern of female LFP by 
age (high after graduation, dropping dramatically during child-bearing years, 
rising again when children reach school age, dropping with retirement) since 
women re-entering the labor force are too old to be able to obtain a career job 
within this system. 

Edwards (1994) compares various indicators of women's status for the 
first five-year period after the law with the two proceeding five-year periods 
in order to assess at least crudely whether the law has had an impact, while 
atiempting to consider the strength of the evidence for alternative explana- 
tions. She finds that there has been acceleration of preparation of women for 
career-path employment through expanded university education with more 
college majors (e.g., social science, sciences, and engineering) that are attrac- 
tive to business and increased labor force participation in the 25-29 age 
group (in part associated with further reduced fertility for women in their 
268). On the other hand, the responses of employers and government to date 
in her judgment have been less encouraging: "Newly graduated university- 
educated women were as likely as comparable men to find employment... but 
they were not getting the same career-path jobs. Indeed, the most noticeable 
response of employers to the Law has been to increase the use of a two-track 
system that discourages educated women from embarking on the standard 
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career path regularly followed by their male colleagues. It has been argued 
that the expansion of two-track management system is a way of accom- 
modating the different needs and desires of women, rather than an attempt 
to forestall their progress. While this may be true,...[s]tructuring management 
jobs in this way precludes the participation of anyone, male or female, who 
want to devote some ... attention and energy to family life. A response that 
would be more in keeping with the spirit of offering women equal 
opportunity would be one in which the nature of management jobs becomes 
more flexible and less time consuming, both for men and women" (p. 232). 

Even though there have not been significant changes in women's place 
in the labor market since the 1986 EEO law was implemented, Edwards 
believes that the expansion in women's preparation for career and employ- 
ment has laid the foundation for expanded opportunities for career oppor- 
tunities for young women not from the EEO law, but because of the growing 
labor shortage due to the aging of the Japanese population. She anticipates 
that firms will adapt by becoming more flexible in their use of young female 
workers. She suggests that the passage in 1991 of the Child Care Leave Bill 
(which allows employees to take one-year leaves of absence) indicates that 
both government and business "have finally begun to think actively about 
how to make the workplace more attractive to women who wish both to have 
a career and to marry and have children" (p. 235). But she concludes, 
"Nevertheless,... it is still not clear that women will embrace the opportuni- 
ties that become available. It has been argued that, relative to men, Japanese 
women currently enjoy a 'golden age of freedom'—reduced household respon- 
sibilities combined with the freedom to quit their jobs at will—and that 
equality with men ‘would limit their current options and level of enjoyment 
of life considerably’ (Iwao 1991). Will Japanese women actually want to 
make the commitment to the career jobs for which they are now qualified? 
Will they choose to relinquish their freedom for the challenges and restric- 
tions of a corporate career? Perhaps what young women (and young men) 
wil seek in the future is not the stifling commitment of today's male 
managers, but rather a more balanced existence which provides scope for the 
fulfillment of both private and professional roles" (p. 235). 


Issues Regarding Gender and Employment in Asia , 

Women are roughly half of Asia's population. Therefore the nature. of 
the time uses of women are of critical importance to the success of Asian 
economies in improving productivity and welfare and distributing the benefits 
of the economy among the members of society. One important possible time 
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use is employment. How well women's time spent in employment is used and 
what returns are generated from such use is critical in terms of the 
effiriency and productivity of economies and in terms of the distribution of 
those benefits. Since the broad economic rationales for policies are to (1) 
improve efficiency if there are divergences between private and social 
retirns and (2) alter the distribution of economic benefits from what they 
would be in the absence of policy, the nature of women's employment in Asia 
may have important policy implications. At the same time it must be 
remembered that policy interventions use resources, have distortion costs 
and reduce flexibility that may be important in a rapidly changing world, 
may not affect behavior in the large informal sector, and may encourage 
rent-seeking. Therefore, caution must be undertaken in recommending policy 
interventions—they do not come costlessly, though some policies may result 
in improvements over unfettered markets in some contexts. 

Of course Asia is hardly monolithic. There is considerable variation 
across countries, and in many cases, within countries regarding gender and 
employment. Therefore the issues regarding gender and employment also 
may vary substantially across countries and across regions within countries. 
Nevertheless, on the basis of the material reviewed above, some broad issues 
arise, to which we now turn. 


Would More Labor Force Participation Improve Women's Welfare? 


Some people concerned with the position of women in the economy 
implicitly seem to assume that increased women's LFP results in increased 
welfare for women. Of course this is not obviously the case. Labor force par- 
ticipation, as conventionally defined, refers to time spent working (or search- 
ing for work) in the production of goods and services that are included in 
conventional definitions of national accounts. Aside from such time uses, in 
most societies in Asia and elsewhere, women devote considerable time to so- 
called "household production", whether or not they are labor force partici- 
pents. Becoming labor force participants often has been observed to increase 
tke total ("household production" plus "national accounts") work time of women. 
Tne concomitant reduction of time for their nonwork interests ("leisure"), all 
else equal, would seem to cause a reduction in welfare. Of course, all else is 
not equal. More labor force participation—particularly in employee, employer 
and own-worker status—may confer more status, self-esteem, control over 
one's destiny, and bargaining power. Even these improvements may come at 
a cost, however, as suggested by the questions raised by those such as Iwao 
(1991) and Edwards (1994) regarding whether many young Japanese women 
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would elect to make the commitment to first-track Japanese management 
careers because of the high personal costs (subsection 3.3, page 31). Of 
course most people concerned with women's position in society do not really 
think that more work per se necessarily would improve women's welfare, but 
that access to work and work-associated aspects such as those mentioned 
above, independent of gender, would. In order to monitor what is occurring 
and to evaluate whether various changes do or do not improve women's 
welfare, however, it would be desirable to have more direct measures of the 
concepts of interest. 


What is the Situation Regarding Women's Employment in Asia? 


The preceding sections 2 and 3, in different ways, in a sense at least 
partially address this question. The characterizations suggest some aggregate 
production sector and employment status segregation by gender and gender 
wage gaps of almost 30 percent on average, with substantial variations 
across countries. The aggregate production sector and employment status 
segregation on the average tends to decline with increased per capita 
income, but not the aggregate gender gap in wages, though this may change 
with increased work experience for female labor force participants. But these 
characterizations are based on very crude analysis. Even if the aggregate 
segregation by gender declines, for example, careful examination of detailed 
occupational categories still may reveal that substantial segregation by 
gender persists (e.g., the two-track management career system in Japan 
described in subsection 3.3). Some questions, such as the nature of the work- 
experience profiles for different occupations on which Goldin (1990) bases 
much of her analysis of women in the U.S. economy, have hardly been even 
crudely examined for most Asian economies, to say nothing of being carefully 
analyzed with control for the underlying behavior that generates the data. 
Likewise, there has been little, if any, examination of the possibility that 
with changing employment conditions and shifts to white collar work, 
though gender wage gaps may decline, "wage discrimination" may increase, 
as Goldin (1990) claims occurred in the U.S. More analysis, in particular 
more analysis of longitudinal data that followed women over significant parts 
of their life cycles, would be valuable since such data permits much better 
control for unobserved characteristics that affect behavior. So there probably 
: would be substantial gain from more careful and more detailed characteriza- 
tions of women's employment in Asia. But, even with such analysis, a 
fundamental problem of interpretation remains, as discussed below. 
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Is There Evidence of Gender Discrimination in Asian Employment? 


Certainly there are gender differences in employment and in charac- 
teristics of employment in Asia, and more detailed analysis may well reveal 
more such differences. Do such differences necessarily mean that there is a 
prcblem in that women face discrimination in these labor markets? If 
women's wages average about 70 percent of men's (and much less in some 
Asian economies), is that prima facie evidence of discrimination against women 
and that women receive lower returns on their human resources? The analy- 
sis summarized above, and other analysis, suggests that gender differences 
in activities or wages in themselves do not necessarily imply discrimination 
against women or that women receive lower returns on their human resources. 
Particularly in sectors and tasks that reward brawn and bursts of energy, 
men on the average may have comparative advantages that underlie part of 
the job segregation and wage differentials by gender, as discussed in subsec- 
tian 3.2 (page 29). And even if wage differentials are substantial, the returns 
to some of women's human resources may be as great or greater than those 
to men's, as illustrated in subsection 3.1 (page 26) with regard to the returns 
to post-primary schooling in Indonesian labor markets. Quite possibly women 
are disadvantaged in some important respects in Asian labor markets, as 
may underlie the large differences in the age-wage patterns in that same 
study of Indonesian labor markets in subsection 3.1. But more careful 
analysis is needed than just to observe that there are gender differences in 
employment patterns and outcomes in order to ascertain that indeed there is 
evidence of gender discrimination in Asian employment and, perhaps more 
important from the point of view of thinking about possible remedies, what is 
the nature of that discrimination. As long as there are gender differences in 
other aspects of society, importantly including child care and other 
dimensions of household production, there are likely to be gender differences 
in employment patterns and employment outcomes even if there is no 
discrimination in labor markets and no gender differences in human 
resources at the time of entry into the labor force.’ If women tend to interrupt 
their labor force participation for child care, for example, the incentives for 
employers to invest in their firm-specific training will be less than the 
ircentives to invest in otherwise identical men—as will be the incentives for 
women to invest in their own human resources. In addition, of course, 
particularly in poorer societies in which brawn and bursts of energy are 





7. The nature of intrahousehold allocations is related to these employment outcomes, though 
cansideration of such allocations is beyond the scope of this paper. For recent discussions of the 
literature on intrahousehold allocations, see Behrman (1994, 1996), Hart (1994) and Strauss and 
Thomas (1995). 
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relatively important, there may be gender differences in human resource that 
favor males (though women may have more stamina for many physical tasks). 


What are the Efficiency Reasons for Policy Interventions 
Related to Gender in Asian Labor Markets? 


If there is gender discrimination in labor markets, society is not utiliz- 
ing best (most efficiently) its human resources and those discriminated against 
have incentives to invest less in their human resources than they would 
without discrimination (and thus human resource investment is inefficient). 
On the other hand, it has long been recognized—at least since Becker 
(1957)—that firms that discriminate against a group (particularly against a 
group as large as women) will disadvantage themselves by not utilizing best 
all possible resources, and hence in equilibrium will earn lesser returns. 

While there is considerable evidence about gender differentials in occupa- 
tions and in wages and other outcomes in Asian labor markets, studies that 
systematically assess the possibilities of various forms of discrimination in 
these labor markets are few indeed. An exception is the set of studies of 
rural Asian labor markets that are summarized in subsection 3.2. By 
utilizing piece-wage measures of actual productivity, perceived productivity 
based on observed characteristics, and time-wages for the same individuals, 
these studies sort out the extent to which gender wage differentials in these 
markets are due to gender productivity differences, gender discrimination in 
the sense of employers' tastes that favor males, taste preferences: among 
women for lower-paying tasks, and statistical discrimination based on 
unobserved heterogeneity in productivity and that women on average are 
less productive in the agricultural tasks considered than are men. The 
estimates find no significant support for either taste discrimination by 
employers (which, if it existed, would lead them to lower expected returns) 
or tastes by women for poorer paying tasks. However, there is evidence of 
statistical discrimination against women. Since the distribution of productiv- 
ity is lower (though overlapping) for women than for men and this productiv- 
ity is costly for employers to measure and observe, firms/farms maximize 
their expected profits by paying men (whose marginal products on the 
average are higher than women) higher wages than women-—even though 
individual women may be more productive than many, or even most, men. 
Such behavior creates incentives for women to select themselves out of such 
markets, which may in part underlie the relative concentration of women in 
unpaid family employment status in such countries (subsection 2.3 on page 14) 
—partieularly since in such ongoing employment their true productivities 
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are revealed even if they are not revealed in short-term labor markets. Such 
statistical discrimination also discourages women and their employers from 
investing in their human resources as much as would be efficient with better 
information. 

While this set of studies focuses on the part of the labor market in which 
brawn is relatively important, Edwards (1994), Goldin (1990) and others 
maintain that statistical discrimination against women is an important 
factor even in parts of higher-income economies such as Japan and the U.S. 
thet value primarily brains rather than brawn; since women on the average 
have less continuous attachment to the labor force, the expected returns to 
investing in the same firm-specific training are lower for women than for 
men from the perspective of firms that cannot identify cheaply which women 
will have strong labor force attachment. If individual young women are not 
sure about the extent of their attachment to the labor force, moreover, they 
face incentives to invest less in their general training. Further, if there are 
interactions between the returns to the general human resources in which 
individuals have incentives to invest and firm-specific training in which 
firms have incentives to invest, and firms discriminate statistically against 
women, women have a further incentive to underinvest in their own human 
resources. 

Thus statistical discrimination, which may occur in various parts of 
economies at various levels of development, is probably a major respect in 
which Asian labor markets are inefficient in their use of human resources of 
women and further creates incentives for women to underinvest in their 
human resources. There probably are other examples as well because of other 
market failures, but they are not as widespread nor as well documented as 
some observers seem to claim, so better substantiation of such claims would 
be useful. 


Is Information Key? 


On a priori grounds, information problems would seem to be critical for 
at least two reasons. First, in dynamic economies such as in most of Asia the 
relevant information is changing rapidly and is likely to continue to change 
repidly, so information is likely always to be imperfect and asymmetric. 
Second, information has the characteristic of a public good, so that the 
private incentives are to provide less information than would be desirable 
socially in an efficiency sense. For public goods, if one person consumes more 
it does not affect how much is available for others to consume (in contrast to 
private, exclusive goods, such as rice or shirts or bicycles). As a result, the 
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marginal costs of providing information to an additional person tend to be very 
low and to decline as more people are provided information. But this means 
that entities cannot provide information efficiently (i.e., so price equals the 
marginal costs) and still cover their costs. As a result, there are incentives for 
private entities to underprovide information from an efficiency point of view, 
which is a major market failure reason for considering policies. The example 
of statistical discrimination against women discussed above is an illustration 
of a possibly important information failure. If better information about women's 
productivities and labor force attachments could be provided cheaply, 
production would increase currently due to greater efficiency in the use of 
existing human resources of women and in the future because of incentives 
for more efficient investments in future human resources of women. 


What is the Role of Education? 


More education for women is thought to be an important means of 
improving their situation in labor markets. Though assessments of the 
impact of schooling on wages and other labor market outcomes are plagued 
by the usual tendency to confuse association with causality through the 
failure to control for unobserved (by analysts and policymakers) characteris- 
tics such as ability and motivation, more careful studies suggest considerable 
(though perhaps not as high as the interpretations of many associations) 
returns to schooling that are at least as high for women as for men (e.g., 
subsection 3.1). With the process of development, moreover, the dimensions 
of human resources that are rewarded in labor markets shift from physical 
strength and burst of energy to those that tend to be developed in schools." 
Thus, schooling probably will increase in importance, with a concomitant 
Shift in comparative advantage in labor markets from men toward gender 
neutrality, at least conditional on schooling. In the history of the currently 
higher per capita income countries, analysis suggests that schooling of 
women increased substantially their labor market options, and increasingly 
so, as the traits developed in schools became increasingly important due to 
more rapid technological and market changes (Goldin 1990). And even in 
poor rural labor markets currently in Asia, literacy obtained largely from 
schooling is an observed characteristic that apparently lessens uncertainty 
about productivity of individual workers and thereby lessens statistical 
discrimination (subsection 3.2). 





8. At relatively low levels of development including in rural areas of much of Asia, the rates of 
return to health and nutrition may be greater than those to schooling (e.g., Behrman 1993). 
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Some caveats, though, are in order about the role of schooling. Firstly, 
the experience of higher per capita income countries such as reviewed by 
Goldin (1990) suggests that, while schooling increases the labor market options 
of women by substituting in part for training and skill acquisition that previ- 
ously occurred largely on the job, even in such economies it did not eliminate 
the practice of gender career specializations that sorted women into different 
tracks than men because of their comparative advantages in jobs with rapid 
initial learning due to their expected lesser continuous labor market duration. 
That is, schooling improved the options of women, but did not eliminate 
gender career specializations by longer-run comparative advantages, only 
these became increasingly associated with perceived labor force attachment 
rather than physical strength. The apparent expansion of the two-track 
management career system in large firms in recent years in Japan is a vivid 
example (subsection 3.3). 

Secondly, some of the aggregate estimates in Section 2 suggest that what 
counts for women's relative status in the labor force is women's schooling 
relative to that for men. In some respects, thus, more schooling apparently 
serves to redistribute outcomes between men and women in addition to what- 
ever effects it has increasing total productivity. While such redistributions 
may (or may not) be desirable on equity grounds, they differ importantly 
frcm possible efficiency/productivity gains of schooling. 

Thirdly, most of the evidence that is presented about the benefits of 
schooling refer to the private benefits. That is, the impact of schooling is esti- 
mated by comparing private outcomes for oneself or one's family—including 
wages—among people with different schooling levels, as in the estimates 
that are summarized in subsection 3.1. Even the so-called "social returns" 
that are summarized in Psacharopoulos (1988, 1994) and elsewhere do not 
generally include social benefits beyond private benefits (though they do 
include public costs in addition to private costs). Thus they provide no direct 
information about the existence of efficiency reasons for public subsidies of 
education, though they do indicate indirectly what must be the present dis- 
counted value of the excess of social over private benefits if indeed currently 
subsidies are at efficient levels (since this excess must equal the public subsi- 
dies). Therefore, most of the vast number of estimates of the returns to school- 
ing provide no information on which to justify public subsidies to schooling 
in general or for females in particular on efficiency grounds, though they do 
provide useful information in assessing the usefulness of schooling as a tool 
far changing distributional outcomes. But there are a few exceptions to this 
generalization. The study reviewed in subsection 3.2 on the implication of 
irformation problems for rural Asian labor markets, for instance, suggests 
that one observable indicator that reduced employer's uncertainties about 
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the productivity of heterogeneous workers is whether the employee had 
enough schooling to be literate. In this context more schooling reduces the 
efficiency loss due to misallocation of current workers, particularly women, 
which warrants some public subsidization on efficiency grounds. Another 
example is provided in Foster and Rosenzweig (1995), in which they find that 
more-schooled farmers in India were more effective in analyzing information 
obtained from observing their neighbors regarding the desirability of new 
technologies. That is, more schooling made individuals more effective in 
processing new information and therefore schooling subsidies may be war- 
ranted on efficiency grounds because of the inadequacy of markets in 
distributing information. Such information-related arguments for subsidizing 
schooling, moreover, probably are more important for females than for males 
because of the relatively great tendency for women to interrupt their labor 
force participation and to change jobs, thus causing their employment to be 
subject to greater information problems. 

. Fourthly, education should be viewed more broadly than just schooling. 
Most individuals in most societies have most of their formal] schooling before 
entering the labor force. But education can continue long after formal 
schooling has been completed, through a range of activities including on-the- 
job learning, formal training programs provided by employers and others, 
and governmental extension programs. If change in markets and technology 
is accelerating as is widely perceived, moreover, such post-schooling forms of 
training may become increasingly important in general, and in particular for 
women who interrupt their job careers for child birth and child rearing. 
While there is increasing emphasis on the possibly critical role of training, 
unfortunately very little systematic evidence is known about the impact of 
different forms of training in Asian or most other societies (see, for example, 
Middleton, Ziderman, and Van Adams 1991 and the references therein). It is 
known, for example, that there tends to be a strong association between 
schooling and training, with those with more formal schooling tending to 
receive more schooling. But there are no available studies that systemati- 
cally control for the selectivity regarding who receives more schooling and 
who receives more training in their assessments of the impact of training. 
Given the possibly greater importance of training, particularly for women, 
more serious efforts to understand the determinants of training and the 
impact of training (and whether there is a rationale for policies favoring 
training of. different types) in the Asian context are likely to have high 
payoffs. 
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Is Flexibility Critical? 


Looking forward, it would appear that market and technological changes 
will continue to accelerate, which means that flexibility is likely to be 
increasingly important. Many characteristics of at least formal employment 
in Asian and in other economies have developed with certain rigidities that 
seem better suited to males than to females as long as the latter have greater 
child care responsibilities. One example of rigidities is laws designed ostensi- 
bly to protect women by limiting their work hours and activities, but which 
precluded women from many types of work and thereby caused inequities 
and inefficiencies (e.g., Goldin 1990 for the United States' experience). 
Another example of rigidities, perhaps near one extreme, is the Japanese 
life-time employment system in large firms in which school graduates enter 
firms with general background for a life-time association (at least until 
retirement). This system apparently has been very effective in harnessing 
the skill and energies of several generations of Japanese salarymen, 
enabling firms to adjust to changing markets by retraining and redeploying 
their workers and being able to reap the returns from the investments in 
those workers that the firms made. But at the same time it has severely 
limited career options for women because of the resulting high costs of 
interrupting employment for child birth and child care for those women who 
choose to leave the labor force to have children, as well as resulted in 
statistical discrimination against those women who would have opted for 
full-time employment in the system, and discouraged them from investing 
adequately in their human resources from an efficiency point of view. As 
nated in subsection 3.3, even though this system has been very successful in 
recent decades in increasing productivity rapidly, relative shortages of young 
male workers due to the aging population, perhaps compounded by increas- 
ing desires of younger male workers to have more flexibility in their lives, 
may force adaptation to a more flexible employment system. 

Increased flexibility in the way labor markets work would seem useful, 
maybe essential, if Asian economies are more fully to engage women in their 
labor forces and to compete better in international markets in the future. 
Greater flexibility would be facilitated by better schooling and training pro- 
grams to improve the capabilities of workers to adjust to changing situations, 
including job and firm mobility and labor force participation interruptions. It 
also would be facilitated by improved means of disseminating information, 
perhaps including general skill qualifying tests to limit information problems 
and to permit more easy assessment of a wider range of qualifications through- 
out the work life (though care has to be taken not to introduce additional 
rigidities through such setting of credentials). Eliminating regulations that 
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discourage employers from hiring women, such as limitations on their hours 
and tasks, also would increase flexibility. 


Can Policies Effectively Address Gender Issues 
in Asian Labor Markets? 


As noted above, policies may be warranted by concerns about efficiency/ 
productivity and by concerns about distribution. As also noted, though gender 
differences in aggregate wages and other outcomes are widespread, such 
differences in themselves do not provide compelling evidence of efficiency 
problems or of discrimination. Nevertheless, there is a strong a priori case that 
information problems may be important particularly in dynamic economies 
due to the public good aspects of information and some systematic evidence 
that statistical discrimination related to information problems is important. 
Therefore there may-be a case on efficiency grounds for policy interventions 
to address market failures related to information problems. But there remains 
the question of whether such policy interventions are likely to be effective. 

"The existing evidence on the effectiveness of policy interventions in 
labor-markets in developing countries does not lead to a confident general 
assessinent. Freeman (1993) reviews much of this evidence, though without 
particular emphasis on gender issues. He summarizes his conclusions as follows: 


This paper examines the wide disagreement about the value of institu- 
tional interventions in:developing country labor markets between 
(World Bank) economists who see government regulation of wages, 
mandated contributions to social funds, job security, and collective 
bargaining as 'distortions' in an otherwise ideal world and International 
Labour Organization (ILO) economists who stress the potential benefits 
of interventions, hold that regulated markets adjust better than unregu- 
lated markets, and endorse tripartite consultations and collective bargain- 
ing as the best way to determine labor outcomes....The paper finds 
little support for the notion that interventions are major impediments 
to resource allocation, structural adjustment, or stabilization programs, 
although in some cases they have sizable costs. At the same time, it 
finds little evidence on the value of social pacts and related consulta- 
tive modes of adjustment favored by the ILO (p. 117). 


That the available evidence does not provide much systematic support for 
relatively interventionist or noninterventionist labor market policies means 
that there may be a high payoff to more systematic studies of gender issues 
and possible policy interventions. But it also means that currently policies 
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have to be made on the basis of a priori understanding of how Asian labor 
markets work, buttressed by a fair amount of descriptive associations but 
fairly slender empirical evidence regarding causality, distortions between 
private and social incentives, and policy effectiveness. On such bases our 
judgment is that policies are likely to be more effective (i) the more they are 
transparent so that the losers and gainers are clear and problems are more 
easily perceived; (ii) the more they are subjected to systematic evaluations; 
(iii) the more they directly deal with market failures such as information 
problems; (iv) the more they depend on price mechanisms that are likely to 
signal better true costs and problems in uncertain states of the world; and 
(v) the more they reinforce and are reinforced by probable developments in 
the economy such as the need for increasing flexibility to compete in ever- 
more rapidly changing international markets. 
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Appendix on Data 


The data that are used for the figures in Section 2 are from three 
sources: (1) All the labor force data are from ILO; (2) the "per capita income" 
data are per capita GDP data in constant purchasing-power-parity terms 
from the updated data set that is described in Summers and Heston (1991); 
and (8) average years of basic schooling (i.e., primary plus secondary) for 
adult females and males in different age ranges as prepared by Dubey and 
King (1994) using the methodology described in Nehru, Swanson, and Dubey 
(1993). The data in source (1) are for 1970, 1980, and 1990 (or years near to 
these years, as indicated in the appendix table for the employment status 
data, as an illustration). The data in source (2) are available for most 
countries for the years used for the labor force data. The data in source (3) 
are available annually for 1965-1987 for most countries for which the labor 
force and per capita income data are available; for 1990 we used extrapola- 
tions from the 1980-1987 data. Since the variable is a stock variable for all 
adults that changes relatively slowly year by year (due to mortality or aging 
of older adults and entry of new individuals into the relevant age range), 
such extrapolations would seem to be about as accurate as the last years of 
the actual data. We thank Robert Summers and Alan Heston for making (2) 
available to us and Elizabeth King for making (3) available to us. 

These aggregate data have problems of comparability across countries 
and over time due to different definitions and due to selectivity regarding for 
what countries what data are available in a particular year. These problems 
are discussed extensively in recent papers by Ahmad (1994), Behrman and 
Rosenzweig (1994), Heston (1994), and Srinivasan (1994). For these reasons 
inferences based on these data must be read with caution. Nevertheless such 
data are the best available for obtaining a broad perspective about aggregate 
changes over time across many countries. 
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Appendix Table A.1 
Country ` Year (Approximately) 
Symbol ^ ^" Country 1970 1980 ‘1990 
AFG Afghanistan* " ` 1979 s 
AUS Australia 1971 1981 1991 
BGD ` ‘Bangladesh E 1981 1989 
BIN — _Bhutan* 
KHM ‘Cambodia* 
CEN China, People’s Rep. of a E is 
CCK . Cook Islands* ` i 1981 1991 
FIJ Fiji ; so 1981 aa 
HKG Hong Kong 1971 l 1981 1991 
IND India 1971 ' 1981 m 
IDN Indonesia 1971 ` 1980 1989 
JPN Japan 1970 i 1980 1990 
KIR Kiribati* " ; mu 
KDR Korea, Rep. of — 1970 1980 1990 
MYS Malaysia 1970 . 1980 1988 
MDV Maldives* x. 1985 1990 
MHL "Marshall Islands* re is sai 
MNG .Mongolia* ii i 2 
BUR Myanmar* S 1983 
NRU Nauru* ae n 
NPL . Nepal 1971 1981 gt 
NZ New Zealand 1971 1981 .. .1991 
PAK Pakistan 1972 1981 1992 
PNG Papua New Guinea -— isa re 
PHL Philippines 1970 sis 1991 
SGP Singapore 1970 1980 1992 
SLB Solomon Islands E ies se 
LEA Sri Lanka 1971 1981 1992 
OAN Taipei,China* i si En 
THA Thailand 1970 1980 1990 
TON Tonga* 1966/1976 1986 1990 
TUR Turkey 1970 1980 1991 
VUT Vanuatu* -— pus hi 
VNM Viet Nam, Socialist Rep. of 





... means data not available. 
*No per capita income data. 
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Appendix Table A.2: Cross-Country Time Series Regressions for Figure? 








Regression Per Capita (Per Capita Number of 
for Figure Income Income)’ Constant R? RMSE Observations 
1A -1.1 (0.8) 15 (1.9) 44 (85) .120  .178 119 
B 45 (2.1) -.35 (0.3) 29.7 (56.2) .252 3.2 119 
C -95 (1.9) 6.8 (2.3) 95 66.0) .022  .074 119 
2A 4.0 (7.8) -28 (6.5) 04 (3.6) .261 .084 180 
B -1.0 (8.7) AT (6.8) .57 (12.6)  .433 .200 187 
C -87 (0.1) -19 (1.1) 104 (9.3)  .078  .479 180 
D -5.1 (2.2) 4 (1.7) .87 (12.0 | .020  .451 187 
E -.86 (1.6) 1.9 (0.6) .20 (9.3)  .041  .112 180 
3A 11 (10.0) -4A" (6.6) 21 (6.0  .573 77 173 
B 4.9 (6.3) -11 (2.3) 04 (2.4) .659  .110 103 
C 12 (10.0) -55 (7.0) 82 (8.3) 601  .162 160 
D 13 (0.9) -4.2 (0.4) .23 (4.9)  .004 .253 165 
E -5.7 (5.8) -26 (4.4) 36 (8.9) .844  .129 178 
F -8.6 (8.5) .88 (6.3) 50 (18.5)  .517  .145 159 
G -1.2 (0.9) 10 (1.3) 32 (6.6  .001  .210 165 
H -8.7 (3.8) 14 (2.7) 77 (7.0  .153  .167 162 
I -3.5 (3.7) 18 (3.2) 17 (5.3)  .222  .092 148 
J 1.6 (0.9) -12 (1.1) 38 (6.7 -.005  .274 155 
K -1.9 (2.8) 47 (13) 25 (10.9  .176  .109 152 
4A -1.6 (1.4) 2 (1.6) 3 (17.0  .016 121 73 
B -L6 (1.3) 9.9 (1.4) 6 (15.4) -.003  .106 55 


^Absolute t values are in parentheses to right of coefficient estimates. Per capita income is 
measured in '000s. 
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Special Employment Programs 
and Poverty Alleviation 
Anil B. Deolalikar 





Abstract. This paper argues that the two main poverty alleviation strategies used in many 
developing countries—wage employment creation via rural public work or self-employment 
creation via provision of subsidized credit for purchasing assets—are complementary to each 
other. Social infrastructure created by wage employment schemes can doubly augment in- 
comes of the poor if the latter have access to credit and working capital that enables them to 
take advantage of the social infrastructure they help create. Of course, wage employment 
schemes are an important source of employment and income to the poor during times of ad- 
versity, such as droughts, crop failures and lean seasons. However, the important policy 
question often is not whether special employment programs reduce the incidence, depth, and 
severity of poverty, but whether the poverty reduction obtained on account of these programs 
is greater than it would have been under some alternative intervention of equal or lower cost. 
Growth in agricultural productivity remains the most sustainable and effective way of alle- 
viating rural poverty in the long run. 





here are generally two types of special employment programs in less 

developed countries: self-employment creation schemes and wage 

employment schemes. The former typically enable the poor to ac- 
quire income-generating assets, such as milch cows or power looms, by pro- 
viding them with access to credit, marketing, and other inputs, while the 
latter provide employment opportunities, typically on rural public works, to 
the poor. Both types of schemes figure prominently in the poverty alleviation 
programs of Asian, especially South Asian, countries. 

There has been an ongoing debate in India as to which of the two 
types of employment creation schemes is sustainable and more helpful to the 
poor. In the early 1980s, Indian planners had implicitly given asset-based, 
self-employment schemes, such as the Integrated Rural Development Pro- 
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gramme (IRDP) a primary role in their antipoverty fight, and wage employ- 
ment schemes, such as the National Rural Employment Programme (NREP) 
a secondary role. Rath (1985) attacked this policy prescription for solving the 
unemployment problem, arguing that "...the strategy of helping the poor in 
rural society to get over poverty with the help of assets given to them [is] 
largely misconceived.... The most meaningful way the bulk of the poor can 
be provided greater income to enable them to rise above the poverty line is 
greater opportunity of [wage] employment at least at the basic subsistence 
wage rate.... In this there is no demand on [their] entrepreneurial skills, no 
worry about repayment of a loan, and no demoralizing pursuit of a subsidy." 
Dantwala (1985) countered Rath's contention by suggesting that "...if a 
massive wage employment program becomes the central piece of the strategy 
for the alleviation of poverty, the dependence of the poor on the employers, 
both private and public, will be so total that in the course of a few years 
there would hardly be any ‘able and enterprising' left among the poor.... The 
poor can become producers in their own right. and need not surrender to the 
fate of remaining mere wage earners for ever." 

However, since the late 1980s, there appears to have been a shift in 
the Indian Government's thinking. In 1989/1990, a number of the wage em- 
plcyment schemes were consolidated into a large, nationwide. program (the 
"Jawahar Rojgar Yojana") that has become the mainstay of the Govern- 
ment's antipoverty program. In 1991/1992, the Government spent upwards 
of Rs. 20 billion on the Jawahar Rojgar Yojana (Mundle 1993). 


Self-Employment Creation Schemes 


Most selfemployment creation schemes seek to place income- 
generating assets in the hands of the poor, typically by providing them with 
access to credit and other forms of marketing assistance. For instance, one of 
the largest such schemes in the world is India's Integrated Rural Develop- 
ment Program (IRDP), which seeks to create self-employment opportunities 
for the poor by offering them subsidized credit to purchase income- 
generating assets. During the period 1980-1985, IRDP beneficiaries num- 
bered over 15 million—roughly one third of all rural poor households in In- 
dia (Bandopadhyaya 1985). Indonesia has also had two similar schemes with 
very wide coverage—Kupedes and Badan Kredit Kecamatan (BKK). The 
former had 1.3 million beneficiaries in 1988 and the latter had a cumulative 
membership of 2.7 million households in 1982. The BKK serves more than 35 
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percent: of Java's 8,500 villages (World Bank. 1990,.67). Likewise, the 
Grameen. Bank of Bangladesh—orie of the most successful self-employment 
creation schemes in the world—servés nearly one half of all villages. in 
Bangladesh and has. a membership of 1.8 million, of whom: 94 percent. are 
women (Khandker et al. 1994). It started out-small in 1976, almost at the 
prototype scale of operation. By 1984, it had benefited a total of only 84,000 
members (Muqtada 1984, 37)—fewer than one percent of all rural poor 
households (Saith 1989, 67). However, annual membership growth averaged 
29.5 percent between 1985 and 1993 (Khandker et al. 1994). 

The success of these programs varies almost as much as their size. At 
the risk of generalization, it may be useful to enumerate the common ele- 
ments of successful self-employment creation programs. 


Subsidized Credit for Asset Purchase 


The most.successful self-employment creation programs generally 
have not subsidized credit. When loans are made at below-market rates, de- 
mand exceeds the volume of funds available, so credit has to be rationed. In 
the rationing process, it is usually the nonpoor rather than the poor who ob- 
tain: loans: because they are better risks and are more influential.-For exam- 
ple, on the basis of an assessment of IRDP in selected villages in three states 
in India, Dreze (1990, 49) concluded that the failure of the IRDP to reach the 
poorest was attributable in part to "their inability to pay large bribes, influ- 
ence the village headman and find themselves 'surety guarantors". Cheap 
credit thus often degenerates into a transfer program for the nonpoor. 

In addition, low-interest.loans may entail a number of hidden trans- 
action costs to borrowers, so that they may not be as inexpensive as they ap- 
pear. These include transportation expenses, opportunity.costs of lengthy 
processing times, and bribes to lending officials. This may explain why the poor 
sometimes do not avail of subsidized: credit, even if they do have access to it. - 

.Conversely, the poor frequently take advantage. of unsubsidized 
credit. In Bangladesh small farmers. were found to demand loans even. when 
the interest rate was about 30 percent a year (World Bank 1990, 66). Simi- 
larly, Indonesian villagers, who are accustomed to borrowing at high infor- 
mal-market rates, find the loans offered by KUPEDES at a flat interest rate 
of 1.5 percent per month for working capital and at 1 percent for investment 
quis attractive ced ánd SUE 1987, 44). , 
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Another problem with subsidized credit is that it attracts the wrong 
type of borrowers, thereby creating the twin problems of continuing depend- 
ence of beneficiaries on subsidized credit and high rates of loan default when 
the subsidy is withdrawn. A careful study. by Pulley (1989) of IRDP benefici- 
aries observed after periods of two and found years from the time of receipt 
of subsidized credit found that a significant number of beneficiaries were 
unable to retain assets acquired with the help of the program. The lack of 
sustainability of assets was in large part because the subsidy element in 
IRDP attracted individuals with low motivation to succeed in self- 
employment activities. As soon as the subsidy was withdrawn, these indi- 
viduals experienced business failures and defaulted on their loans. 

Many self-employment creation schemes that rely primarily on provision 
of subsidized credit are in large arrears because of low repayment rates. Studies 
of formal subsidized credit schemes in sub-Saharan Africa, the Middle East, and 
Latin America have observed loans in arrears to constitute anywhere from 30 to 
95 percent of outstanding loans (World Bank 1990, 66). Indonesia, which had a 
subsidized credit program for rice farming inputs since 1970 ( i.e., the BIMAS or 
Indonesian Small Scale Credit Program), phased it out in 1984 in part because of 
mounting arrears. In the initial stages of the program (1970-1975), the percent- 
age of BIMAS funds repaid on time was 80 percent; however, over the next five 
years, the repayment rate fell to 57 percent (Robinson and Snodgrass 1987). 
Robinson and Snodgrass (1987, 34-35) note: 


In our studies of BIMAS borrowers, we found few if any true 
'graduates—that is, farmers who used the credit to raise their 
incomes, then repaid their loans, and subsequently ceased bor- 
rowing from BIMAS. Instead, those who could obtain cheap 
credit and use it effectively saw no reason to graduate. We also 
found no examples of farmers who believed that BIMAS loans 
were gifts from the government, an explanation for credit ar- 
rears we found common among government officials. 


Because of these and other problems, Indonesia phased out BIMAS in 1984, and 
replaced it with KUPEDES, a nonsubsidized program of general rural credit, 
which has proved extraordinarily successful. By the end of 1986, cumulative ar- 
rears were no more than 2.2 percent of payments due since the beginning of the 
program (Robinson and Snodgrass 1987, 45). 
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Group Lending 


Group lending is an approach that the more successful self-employ- 
ment creation schemes have used to become more sustainable. The most fa- 
mous of these programs is Bangladesh's Grameen Bank, which began as a 
small credit project for landless workers and marginal farmers in 1976 (see 
evaluations by Alamgir 1982, Ghai 1984, Muqtada 1984, Rahman 1986, Hos- 
sain 1988, Saith 1989, Khandker et al. 1994). A small group of members form 
the basis unit for receiving a loan, and the same group is collectively re- 
sponsible for loan repayment. Joint liability among a group of borrowers re- 
duces delinquency risk, since one member's tardiness or failure in repaying 
threatens the whole group's access to future credit. The repayment record of 
the Grameen Bank, at close to 100 percent of outstanding loans, is virtually 
unheard of among other credit programs, and the productivity of loans has 
been high. This also means that the scheme is more or less self-sustaining. 


Table 1: Grameen Bank Loans, by Purpose of Loan 
and Gender of Borrower, 1985 


(percentage of current loan amount) 


Purpose of Loan Male Female All Borrowers 
Crop cultivation 4.0 4.6 4.3 
Livestock, poultry 18.5 44.6 31.9 
raising, fisheries 
Processing and 18.6 29.9 24.4 
manufacturing 
Trading and shop- 49.7 18.7 33.8 
keeping 
Transport and other 9.2 2.2 5.6 
services 





Source: Hossain (1988). 


Group lending also helps women, who are often excluded from credit 
programs, especially in South Asia, because of lack of ownership rights in 
land and consequent inability to offer collateral. The Grameen Bank's record 
in assisting women has been exemplary; women constitute an overwhelming 
94 percent of Grameen Bank members (Khandker et al. 1994). Table 1, 
which reports the functional and gender distribution of Grameen Bank loans 
in 1985, shows that women use the Grameen Bank much more than men to 
borrow for livestock, poultry-raising and fishery projects and for processing 
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and manufacturing. On the other hand, men use the Grameen Bank more 
than women for trading and shopkeeping loans. 

Group lending also reduces administrative costs. The Zimbabwe Agricul- 
tural Finance Corporation, which lends only to established groups, spends only 
one percent of loan capital in administrative costs (World Bank 1990). In the case 
of the Grameen Bank, expenses constitute a much larger share (16-25 percent) of 
loan capital for new branches, since the branches have to set up the borrowing 
groups. However, after three years (during which time groups are established), 
administrative costs decline to only six percent (World Bank 1990). 


Credit Tied to Specific Asset Purchase 


Generally speaking, self-employment creation schemes that tie access to 
credit to the purchase of specific assets or working capital are often not as effec- 
tive as programs that provide untied access to credit for the poor. Under the old 
BIMAS program in Indonesia, borrowing was tied to a package of inputs for in- 
tensified rice cultivation. Robinson and Snodgrass (1987) note that borrowers 
who were persuaded by bank officials to take loans for input packages that were 
inappropriate for their farms often did not see any reason to repay. In the IRDP 
in India, subsidized loans are tied to the purchase of an income-generating as- 
set-—typically, a dairy animal—that is assumed to create lasting self-employment 
opportunities for the beneficiary. However, such assets often introduce greater 
income variances—arising out of irregular fodder and feed supply, undeveloped 
or nonexistent markets for milk, and uncertain lifespan of animals—for the rural 
poor, especially the landless laborers who have little or no experience with own- 
ing assets or running businesses. A study in India of a large credit project for 
purchase of milch animals initially found a surprisingly high loan recovery rate 
(of 84 percent), only to discover later that more than 80 percent of the beneficiar- 
ies —typically, small farmers and other poor rural households—had closed their 
businesses by selling the animals and repaying the loans because they did not 
find it worthwhile (Apte 1982). 

An inelastic supply of income-generating assets in the short run is an- 
other problem with self-employment creation schemes that are tied to asset pur- 





1. By their very nature, self-employment creation schemes are business development 
schemes that seek to place businesses in the hands of the poor. Even in the developed countries, with 
their relatively advanced infrastructure and well-functioning markets, high failure rates are endemic 
among small businesses. In the rural sectors of less developed countries, with their poorly developed 
markets and institutions, one would expect the failure rates in small businesses or entrepreneurship to 
be much higher. And such is often the case. i 
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chase and implemented on a vast scale, such as the Indian IRDP. The supply of 
superior-breed and high-quality dairy animals is fairly inelastic in the short run, 
given the gestation lags in cross-breeding and the scarcity of superior-breed bulls 
locally available for mating. A large increase in demand for such assets— 
estimated at one million additional cattle a year due to the IRDP (Rath 1985)— 
results in a price increase. Since IRDP credits are generally specified and limited 
. in terms of value, the price increase implies that beneficiary households have to 
either finance a larger proportion of the asset value themselves or settle for a 
lower quality animal (Deolalikar 1987). 


Targeting of Benefits 


Asset-based self-employment creation schemes need a high level of tar- 
geting in order to be successful. Because of the general paucity of subsidy re- 
sources and the very large number of eligible households, misidentification of 
beneficiaries will necessarily deprive the truly needy of program resources and 
assistance. An evaluation of the Small Farmer Development Programme (SFDP) 
in Nepal found that as many as 60 percent of the beneficiary households, claim- 
ing 72.5 percent of all loans disbursed, had incomes above the stipulated cut-off 
point and were therefore ineligible (Banskota 1986). Nearly all the evaluation 
studies of the IRDP in India have found large leakages of program benefits to the 
nonpoor (Institute for Financial Management and Research 1984, National Bank 
for Agriculture and Rural Development 1984, Programme Evaluation Organiza- 
tion 1985, Reserve Bank of India 1984). 

Unfortunately, it is not clear how better targeting of such programs can 
be achieved without raising administrative costs to the point where they out- 
weigh the potential benefits from targeting. Because many of the self- 
employment creation programs have a large dole element (arising primarily from 
heavy credit subsidies), there is a strong tendency for nonpoor households to 
misrepresent their income and claim program benefits. As discussed below, wage 
employment creation programs have an inherent advantage over self- 
employment creation schemes in that the poor typically self-select themselves 
into these schemes, thus obviating the need for extensive bureaucratic targeting 
of program benefits to the poor. 


Impact on Poverty Alleviation 


There are few evaluation studies of self-employment creation schemes 
that have tried to quantify the effects of such policies on poverty alleviation. 
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Analysis of IRDP evaluation data from India at the state level suggests that both 
the reduction of poverty incidence and the average income gained by beneficiary 
households are positively associated with IRDP amounts spent per household, 
with the positive association being much greater in states with higher per capita 
state domestic products (Table 2). This suggests that, in order to be successful, 
sel-employment wage creation programs need a certain level of infrastructural 
and administrative development that is found in higher-income states. Con- 
versely, programs such as the IRDP are least successful in low-income states, 
which need them most. The results in Table 2 below imply that, at the sample 
mean level of state domestic product per capita, the average IRDP beneficiary 
household experienced an income gain of Rs. 1,600—or about two thirds of the 
IRDP expenditure per household during the period under consideration. Of 
course, until we know what the impact on household incomes and poverty re- 
duction would have been of other policy interventions costing an equivalent 
amount, it is not clear how these figures can be interpreted. | 

Other evidence suggests that the IRDP, which earlier had received 
glowing praise from several evaluation studies for reducing the incidence of 
rural poverty in India (Institute for Financial Management and Research 
1984, National Bank for Agriculture and Rural Development 1984, Pro- 
gramme Evaluation Organization 1985, Reserve Bank of India 1984), has been 
"...a dismal failure both in terms of its impact on the rural poor as a whole and 
the poorest subset" (Gaiha 1990, 35). Gaiha has argued that previous evalua- 
tion efforts of the IRDP were flawed in many respects: lack of representa- 
tiveness of samples, adoption of simplistic 'before-and-after' methodology with 
nc control for other contemporaneous changes, use of intertemporally incon- 
Sistent poverty thresholds, and failure to adjust for price changes over time. 

Recently, Pitt and Khandker (1994) have attempted to examine the 
household-level impacts of Grameen Bank credit in Bangladesh, using an inno- 
v&tive econometric approach. They conclude that household borrowing from the 
Grameen Bank, the Bangladesh Rural Advancement Committee, and the Bang- 
ladesh Rural Development Board's RD-12 program all had significant desirable 
effects on a variety of household and individual welfare outcomes, such as the 
school enrollment and nutritional status of boys and girls, the labor supply of 
men and women, asset holdings of men and women, household consumption, and 
recent fertility and contraceptive use by women (Pitt and Khandker 1994). Fur- 
thermore, the study found that the effects on household welfare were generally 
stronger in the case of credit provided to women than that provided to men. 
"These results suggest that the Grameen Bank credit program has had a number 
of desirable economic and social benefits for the poor in Bangladesh. 
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Wage Employment Creation Schemes 


Public employment schemes have long been used in many developing 
countries in emergency situations, such as during periods of famine and drought 
(ard, more recently, during periods of macroeconomic stabilization and adjust- 
ment), when there is large-scale, transitory unemployment and underemploy- 
ment in the rural sector. However, in recent times, many developing countries 
have incorporated such schemes as regular elements of an antipoverty strategy. 

Public employment schemes have been used extensively in sub- 
Saharan Africa—in countries such as Ghana, Kenya, Lesotho, Malawi, Mo- 
zambique, Tanzania, Zimbabwe, Cape Verde, and Botswana-—during the 
famines that occurred in the 1980s. The Labor-based Relief Programme 
(LBRP) of Botswana is one of the better known drought relief programs in 
Africa. This program, which offered opportunities for wage labor in village 
improvement schemes to the rural poor, is said to have employed 60-90,000 
persons each year and replaced almost one third of lost incomes during the 
1983-1985 drought period (World Bank 1990). i 

In South Asia, wage employment schemes in the form of rural works 
often form the core of government antipoverty strategies. For instance, the 
Government of India operates a national wage employment scheme based on 
pcblic works projects (the Jawahar Rojgar Yojana). In addition, one of the 
most successful rural public works program in the world has been in opera- 
tion for over 20 years in the Indian state of Maharashtra. The Maharashtra 
Employment Guarantee Scheme (EGS) is distinct from many public em- 
ployment schemes in that it guarantees work to all registered workers 
w-thin 15 days of work being demanded. Unlike other rural works programs 
in South Asia and other parts of the world, which have had direct substan- 
tial impacts on employment only over limited time periods (primarily during 
droughts), the EGS generates a large number of rural jobs year after year. 
For instance, EGS is estimated to have directly created between 100 million 
and 200 million days of work each year, thus employing between one-sixth 
and one-third of the unemployed and underemployed in the state 
(Lieberman 1984, Deolalikar 1987). 

Many countries in Latin America, such as Bolivia, Chile, and Peru, have 
used public employment programs, including traditional public works schemes, 
tc counter the temporary drops in labor demand that occur during periods of 
structural adjustment or macroeconomic shocks. In 1983, at the peak of recession 
(when unemployment outside of the public employment schemes was running at 
20 percent), Chile's public employment program provided employment to an im- 
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pressive 13 percent of the labor force. As the labor market recovered, the pro- 
gram was scaled back and virtually eliminated by 1989 (World Bank 1990). At its 
peak in 1986, Peru's Programa de Apoyo de Ingreso Temporal (PAIT) employed 
3.5 percent of the labor force (World Bank 1990). 

Not all of the public employment schemes are run and managed by gov- 
ernmental organizations. In some situations, governments have financed labor- 
intensive projects undertaken by private contractors. For example, under Bo- 
livia's Emergency Social Fund (ESF), a special governmental financing agency 
was established to channel donor finance and foreign aid to local infrastructure 
projects chosen by local communities and executed by private contractors. In 
other countries, such as Ghana, an attempt is made to involve local nongovern- 
mental organizations in employment schemes based on community involvement. 


Income Stabilization for the Poor 


A significant portion of rural poverty in developing countries is 
transitory in nature. In other words, a large number of rural households of- 
ten slip temporarily in or out of poverty because of, say, sudden changes in 
the price of a major agricultural crop or due to weather fluctuations. A study 
using longitudinal data for nine years on 173 households in semi-arid rural 
South India found that as much as 87.8 percent of the sample households fell 
below the poverty line during any one year of the sample period 1975/1976 to 
1983/1984 (Gaiha and Deolalikar 1993). However, only 21.4 percent of the 
households were poor during all nine years. The risk of transitory poverty is 
naturally greatest for individuals whose incomes are close to the poverty 
threshold. By reducing the variance of incomes over time or across seasons, 
public works programs can significantly reduce the number of persons at 
risk of transitory poverty. Studies of landless households in drought-prone 
regions of India have shown that households in villages with access to the 
EGS have income streams that are significantly (50 percent) less variable (as 
measured by the coefficient of variation) than in other villages (Ryan and 
Walker 1989, Gaiha 1995a}. Other income-stabilization schemes, such as 
crop insurance, liave been much less effective than the EGS. 

During periods of calamity, such as in famines or complete crop failures, 
rural works schemes can mean the difference between life and death for indi- 
viduals living on the brink of poverty. For example, it is estimated that public 
works-based interventions in Botswana, Cape Verde, and Kenya may have saved 
thousands of lives over the past decade (World Bank 1990). The emergency pub- 
lic works operations in the Indian state of Maharashtra are believed to have 
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played a critical role in preventing deaths from hunger and starvation during 
times of droughts. According to Dreze (1990), "...the relief works certainly went a 
very long way towards providing an insurance against starvation (at least to the 
able-bodied and their dependents; others were, in principle, covered by gratui- 
tous relief) during the 1970-1973 drought in Maharashtra. Likewise, the 
draught of 1987/1988, which was the most severe drought of this century for 
many parts of India, never developed into a famine largely because of public 
wo-ks-based relief efforts (Chen 1989). Indeed, using National Sample Survey 
data, Minhas, Jain, and Tendulkar (1991) have shown that poverty incidence in 


the drought year 1987/1988 was lower in both rural and urban India than in 


1983. This was largely the result of the government mounting a massive relief 
employment program, especially in the worst-affected states of Gujarat and Ra- 
jasthan, and simultaneously releasing about 20 million tonnes of foodgrain 
Stocks to keep food prices under control (Mundle 1993). An analysis of unem- 
playment in that year concluded that "...the supplementary work opportunities 
created through scarcity relief works have more than made up for the adverse 
impact [on unemployment] of even a severe drought of 1987/1988" (Visaria and 
Minhas 1991). 

It has been conjectured that if an effective rural public works Gekeime 
had existed in Bangladesh in the early 1970s, a large number of people could 
have been saved from starvation and impoverishment from the 1974 famine 
(Ravallion 1991). Certainly, the Food for Work Programme (FFWP) helped 
Bangladesh avoid famine in 1988, when conditions were not unlike those in 
1974. Even in normal years, the demand of public employment schemes in areas 
like Bangladesh and India is quite seasonal, with probable stabilization benefits. 


Targeting of Benefits 


Wage employment schemes have an advantage over self-employment 
creation schemes in that they do not make demands on a household's entrepre- 
neurial skills or experience, nor do they require extensive marketing or other 
infrastructure as prerequisites, as does an asset-based, self-employment creation 
scheme, such as animal husbandry. There is no risk of business failures and loan 
defaults, nor of an adequate supply of assets to make available to the poor. But 
the greatest advantage of such schemes is that there is no need for extensive 
benchmark surveys and census enumerations to identify the poor, and complex 
distribution networks to reach them. As long as the work provided by such 
schemes pays a wage that is somewhat lower than the market wage, only those 
individuals who are unable to obtain work at market wages—typically the 
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poor—will participate in these schemes. Labor supply at lower-than-market 
wages is an inferior good and declines rapidly with income increases. There is: 
thus self-selection into and automatic targeting of such programs to the poor. 

For example, studies have shown that individuals working on EGS 
schemes are almost exclusively from landless labor and marginal farm house- 
holds— generally the poorest households in the rural hierarchy (Dandekar 1983). 
A disproportionate number of EGS participants are women (Jain 1979) An 
econometric study of the determinants of individual participation in the EGS 
found that, overall, it was well-targeted to young females, individuals with low 
levels of schooling, and individuals from low-income, low-asset, agricultural labor 
households (Deolalikar and Gaiha 1995). In the Chilean public employment 
programs, which also paid lower-than-market wages, two thirds of the employees 
in 1986-1987 were from the poorest 20 percent of the population, and one half of 
the beneficiaries were women (World Bank 1990). In Peru's Programa de Apoyo 
de Ingreso Temporal (PAIT), three-quarters of the beneficiaries were women 
(World Bank 1990). In contrast, Bolivia's Emergency Social Fund (ESF), which 
largely financed local infrastructure projects executed by private contractors and 
permitted the hiring of construction workers at market wages, was not as well 
targeted as the Chilean and Peruvian schemes. Fewer than one half of the work- 
ers employed on ESF schemes were drawn from the poorest 40 percent of Boliv- 
ian households (World Bank 1990). 


: Creation of Rural Assets 


Rural works-based wage employment creation programs maintain 
and enhance rural assets in several ways. First, because the poor have sup- 
plemental income during difficult times, the poor do not have to sell cattle or 
other assets under distress in order to survive. Second, these programs allow 
people who would otherwise have had to migrate to stay in rural areas. It is 
estimated that during the crop failures of 1983-1985 in Botswana, the per- 
centage of traditional household farms with arable land declined by less than 
17 percent, and the total number of households engaged in farming fell by 





2. Deolalikar and Gaiha (1995), however, find that height plays an important role in deter- 
mining participation in the EGS for both males and females. Insofar as height is correlated with better 
nutrition and strength, the significance of stature suggests that individuals with better nutritional 
status and greater strength and stamina self-select themselves into the EGS. This could occur because 
the EGS pays piece wage rates, thereby implicitly placing a premium on strength, briskness, and dex- 
terity. Abler individuals who can perform a given task more briskly end up earning higher wages per 
unit of time than other individuals under the Scheme. 

3. Some new evidence in Gaiha (1995b), however, suggests that targeting of the EGS to the 
poor worsened during the 1980s. 
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five percent or less, largely owing to public interventions in the form of the 
Labor-based Relief Programme (World Bank 1990). Thus, physical and hu- 
man capital that would otherwise have moved out is retained in the rural 
sector. Third, most rural works schemes create and maintain social infra- 
structural assets, such as roads, irrigation works, and forests. 


Financing of Wage Employment Creation Schemes 


The above discussion does not imply that public works schemes are 
problem-free. One of the major problems with public works programs concerns 
their financing. When public work programs are executed on a large scale, the 
expansion in demand for wage goods (e.g., food) can result in higher prices and 
general inflationary pressures in the economy, especially if the supply of wage 
goods is not perfectly elastic. Rural works programs have had limited inflation- 
ary impacts in the past, largely because expenditures on these programs have 
typ:cally been quite small in relation to GNP and other government spending. In 
Chile, for instance, the total cost of the public employment program was 1.4 per- 
cent of GNP at its peak in 1983. Peru's program, at its height in 1986, cost only 
0.2 percent of GNP and 4 percent of total public investment (World Bank 1990). 
Despite the vastness of the EGS, expenditure on the scheme has typically consti- 
tuted less than one percent of net domestic product and approximately ten per- 
cent of plan expenditures in the state of Maharashtra (Lieberman 1984, Deola- 
likar 1987). These are relatively modest costs for a program which absorbs one 
sixth to one third of the rural unemployed and underemployed in the state. 

There are several ways in which the inflationary impact of rural works 
prcgrams can be kept to a minimum. First, the additional demand for wage 
gocds arising out of the rural works programs can be met from surplus food 
stozks or foreign food aid. Workers can be paid part of their wages in the form of 
government surplus grains. The Food-for-Work Programme in Bangladesh and 
the Jawahar Rojgar Yojana in India follow this approach. From the employer's 
point of view, the opportunity cost of distributing surplus grain may be low (since 
the grain would otherwise spoil owing to inadequate storage facilities), while 
from the rural works participant's point of view he can obtain the grain at rates 
that are subsidized relative to market prices. Such payment designs can mini- 
mize upward pressures on foodgrain prices in the open market. 

In some cases, of course, food-for-work (FFW) programs may be ineffi- 
cient transfer mechanisms because the costs of transporting, storing, and dis- 
tributing commodities to workers may be very high (Saith 1989). In an evalua- 
tion of several public works programs, Burki et al. (1976) found that such opera- 
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tions increased the administrative costs of public works programs by 25-50 per- 
cent. The study also found that when food was used for wages in public works 
programs, other payments and benefits to employees were typically reduced. 

In such cases, it may make more sense to pay rural works participants in 
cash. However, to avoid inflationary pressures, it is important to finance public 
works programs from special tax revenues instead of via deficit financing. In 
Chile in the 1980s, public employment schemes were financed in part through 
reduced spending on civil service wages. The EGS of Maharashtra is largely fi- 
nanced by special taxes on urban professionals and a surcharge on the sales tax. 
This effectively makes the EGS an urban-to-rural income transfer. Urban groups 
have gone along with this method of financing because the EGS is seen as limit- 
ing the migration of rural workers into urban areas like Bombay. 

A second manner in which rural works projects can be made less in- 
flationary is by making sure that the kinds of assets produced under the 
projects are directly productive (in the sense of enhancing the production of 
wage goods). If public works are used to shift out the aggregate supply of wage 
goods at the same time as the increased wage bill shifts out the aggregate de- 
mand for these goods, the upward pressure on prices is likely to be small. 
Unfortunately, in most developing countries, there is a preponderance of 
road-building and construction activities in the agenda of rural works pro- 
grams. It is easy for rural works programs to emphasize building activities, 
since these activities have fewer planning requirements and are easily im- 
plemented. However, construction is not as directly productive as irrigation, 
soil conservation, and land reclamation in terms of increasing the supply of 
wage goods. The latter activities directly contribute to increased agricultural 
output by raising land productivity. Further, there is evidence that minor 
irrigation works are less materials-intensive and have higher employment 
potential than construction projects (Deolalikar 1987). 

The third manner in which inflationary pressures of large-scale rural 
works programs can be minimized is by pegging the wage rate offered under 
these programs slightly below the market wage. Not only do high wages at- 
tract nonpoor and ineligible participants into these programs, they also re- 
sult in a displacement of labor from directly productive activities, like crop- 
ping, to rural works. There may then be no new employment created but 
only a lateral transfer of employment opportunities from agriculture to rural 
works. In addition, if the budget for rural works schemes is fixed, a higher 
wage will draw a larger supply of participants than can be accommodated within 
the budget. There will be a consequent need to ration employment opportunities, 
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often on arbitrary considerations, among the pool of potential workers. At high 
wages, a rural works scheme essentially doles out money to a privileged few. 

In this context, an innovative compensation strategy for rural works 
schemes that Sen (1975) proposed almost 20 years ago may perhaps still be 
relevant. The strategy is best illustrated with the use of a diagram (Figure 
1). S is the labor supply function for a region and D is the demand for labor 
by a public works scheme. W, is the equilibrium wage rate that will clear the 
market. However, the wage rate paid by the scheme is W, , which is greater 
than W,. At this wage, there is an excess supply of AB workers who cannot 
be accommodated in the scheme. Sen proposes an alternative payment 
method under which the size of the project wage bill is the same as before 
(the area W, OMA), but the project managers are allowed to hire as many 
workers as will eliminate excess supply. The demand for labor is now given 
by AC, with the project managers hiring ON people at W, wage rate. There 
will be more work done under the scheme, more people employed, more equi- 
table distribution of project funds, and no incentives for corruption.‘ 


Figure 1: Sen's Compensation Strategy for a Rural Works Scheme 
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4. Of course, the choice between limited coverage of rural public works at high wages and 
wide coverage at low wages (for a given budget) depends on the poverty index. For details, see Raval- 
lion (1991) and Gaiha (1990). 
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Other Problems 


A second problem with rural works is the absence of permanent em- 
ployment opportunities. Unless public works schemes are institutionalized, 
as relatively few are, they can only provide temporary employment oppor- 
tunities for the rural poor. Unlike asset-based self-employment schemes, 
which put the onus of generating future employment in the hands of the 
beneficiaries, public employment schemes require government intervention 
on a continuing basis. This creates a different kind of uncertainty and risk in 
such schemes, especially under adjustment-induced cutbacks. The EGS is 
one of the few rural works schemes in the world that has been able to resolve 
this problem by making rural employment creation mandatory for the (state) 
government. But, as several researchers have noted, one of the greatest 
problems facing the EGS today is a drawing-down of productive projects in 
which to utilize surplus labor (Lieberman 1984). By being forced to execute 
low-productivity and marginal projects in the future, the EGS may well give 
up its best advantage over other public work schemes—its ability to utilize 
surplus labor in highly productive schemes with short gestation lags. 

A third difficulty with rural works is that they are typically executed 
by private contractors or government public works departments with little or 
no institutional or organizational support. There are generally no organiza- 
tions to provide credit or marketing assistance to beneficiaries so that they 
can acquire productive assets or invest in new skills and crafts. For example, 
the EGS often employs tribals and low-caste individuals who have little ex- 
perience with the monetized sector. When they receive the weekly payment 
for their labor services in a lump sum—more cash than they have ever han- 
dled at one time before—they tend to spend it all at once. An organization 
providing banking or credit facilities would seem to be called for in such a 
situation, but there are none even in a progressive scheme like the EGS. 

A fourth problem with the EGS is that, by paying wage rates, it im- 
plicitly targets physically stronger persons, who are better able to perform a 
given task more briskly and earn higher wages per unit of time than other 
individuals under the scheme. 

Fifth, there is some evidence to suggest that rural works schemes 
have a tendency to generate inequality in asset ownership. Although the as- 
sets created under such schemes have a public goods character and are often 
sited on public land, they are generally utilized to a greater extent by the 
more affluent sections of the rural social structure. For instance, in the Ma- 
harashtra EGS, farmers who can make use of the ground water generated by 
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EGS-created public percolation tanks typically are large, affluent farmers 
who can afford to install pumps or mechanical devices to lift water from be- 
low the ground. This inequality in utilization of public assets arises because 
of the absence of credit and finance organizations that could assist the small 
and marginal farmers participating in EGS to purchase mechanical pumps. 
In addition, an institutional framework within which large farmers would 
pay user charges for their use of public goods, like ground water, would also 
help address the inequality problem. Unfortunately, neither type of support 
exists in the vast majority of rural works schemes in the developing world. 

Finally, many rural public works schemes are biased in favor of cre- 
ating infrastructure but not in maintaining it adequately. As a result, public 
works-created facilities often fall into disrepair, and consequently are un- 
derutilized. There is a need to develop post-project maintenance systems 
built on local capacities and technologies and on community participation, so 
that routine maintenance of public infrastructure is left in local hands with 
public intervention necessary only for essential technical tasks. In a recent 
study of panchayats (or elected village councils), Echeverri-Gent (1993) pro- 
vides evidence to show that maintenance of rural assets is generally better 
in areas where panchayats are actively employed in rural development ac- 
tivities, such as in West Bengal. 


Impact on Poverty Alleviation 


A study by Deolalikar (1987) of households in two villages in Ma- 
harashtra surveyed annually between 1979/1980 and 1983/1984 found that 
participation of at least one household member in the EGS was associated 
with a 28.9 percent increase in annual household income, after controlling 
fcr other socioeconomic characteristics of the household (such as family size, 
number of earners, land and other assets, and caste affiliation). Although 
this is a large income impact, it does not take into account the income fore- 
gone by EGS participants in other market activities, such as agricultural 
labor. Typically, participation in a rural public works scheme displaces labor 
that would have been used in other market or nonmarket (household chores) 
activities. A study by Datt and Ravallion (1994) of the same two villages in 
Maharashtra incorporates this factor by modeling the intrahousehold allo- 
cation of time conditional on existing public-works employment. The authors 
are thus able to value the time displaced from other activities by public- 
works employment, and calculate the net income gains from public employ- 
ment. They find that, allowing for foregone incomes, earnings from public 
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employment unambiguously reduce poverty. However, the impact is much 
less than would be obtained if foregone incomes are not factored into the cal- 
culation. For example, ignoring foregone incomes, one would conclude that 
the proportion of the population earning less than Rs. 500 per person per 
month fell by seven percentage points (from about ten percent of the sample 
population to under three percent) as a result of earnings from public em- 
ployment. However, the impact is only two percentage points when public 
employment earnings are netted of foregone income. 

Even worse, Datt and Ravallion find that the net income gains from 
a uniform transfer (across all households—poor and nonpoor) of the amount 
spent on public employment leads to either the same or greater poverty re- 
duction as the public-employment scheme itself. This implies that, while 
poverty is lower as a result of the EGS in these two villages of Maharashtra, 
it is not necessarily lower than it would have been under some alternative— 
and administratively much simpler—method of disbursing the same gross 
budget. 

Of course, the comparison in the Datt-Ravallion analysis is uninter- 
esting because the benchmark of a uniform transfer (to all) is seldom feasi- 
ble. It is also potentially misleading as the comparison is based on a compo- 
nent of transfer benefits, and the indirect transfer (e.g., the effect of the EGS 
on agricultural wages) and stabilization benefits are substantial (Gaiha 
1995a). 

A more macro-level study for India that incorporates some (although 
not all) of these concerns obtained somewhat different results about the im- 
pact of public works employment. Using a computable general equilibrium 
model, Narayana et al. (1988), and Parikh and Srinivasan (1989) undertook 
counterfactual simulations (over the period 1980-2000) of the impact of al- 
ternative antipoverty interventions. This study differs from previous 
evaluations in that it allows large-scale policy interventions to affect the wel- 
fare of the poor via changes in market prices—an important consideration 
for a mixed economy like India's, where market, price-based transactions 
may be significant. Among the interventions considered were (a) a national 
rural works program, with varying parameters of efficiency in design, exe- 
cution, and targeting; (b) changes in the existing Public Distribution System 
—a food subsidy offered in the urban areas of India—ranging from its com- 
plete elimination to its extension to rural areas with totally-free food rations 
(i.e., 100 percent subsidy); and (c) changes in state subsidies for fertilizer. 
Both studies concluded that a well-designed, executed, and targeted rural 
works program had the greatest welfare impact on the poor. In addition, the 
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simulations suggested that the rural works intervention resulted in most 
rapid economic growth (because of the additional investment), provided the 
resources needed for the rural works intervention were raised through addi- 
tional taxation. However, the efficacy of rural public works in both simula- 
tions depended critically on efficient design and implementation (for a cri- 
tique, see Gaiha 1990). 


General Lessons for Policy 


The two types of employment creation programs—self-employment 
and wage employment—are often viewed as substitutes for each other. For 
instance, as discussed earlier, there has long been a debate in India as to 
which of the two main poverty-alleviation strategies is superior—wage em- 
ployment creation via rural public works or self-employment creation via 
provision of subsidized credit for purchasing assets (Rath 1985, Dantwala 
1985). This may be the wrong question to ask, however, since there is a 
complementarity between the two strategies. Rural works schemes have 
been criticized in India on the grounds that the public assets they create, 
such as ground water irrigation, benefit the rural rich proportionately more 
than the rural poor, since the former are able to take advantage of these as- 
sets, say, by installing pumps or mechanical devices to lift ground water. 
Hcwever, if access to credit were provided to small and marginal farmers 
participating in public works schemes, they, too, could purchase mechanical 
pumps and take advantage of the irrigation assets they have assisted in cre- 
ating. Unfortunately, few rural works schemes have a credit component to 
them. 

At the same time, there may be a need for governments to act as re- 
sicual employers, standing ready to provide employment to the poor during 
times of adversity, such as droughts, crop failures, and lean seasons, since 
governments are in a much better position than poor households and the 
private sector to cover the risk of disaster. Rural public works are a useful 
means of providing wage employment, since they create and maintain pro- 
ductive social infrastructure, such as roads, minor irrigation works, and forests. 

However, the important policy question often is not whether inter- 
ventions, such as special employment programs, reduce the incidence, depth, 
ard severity of poverty, but whether the poverty reduction obtained on ac- 
count of these programs is greater than it would have been under some al- 
ternative intervention of equal or lower cost. Relatively few studies address 
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this important issue. The findings of Datt and Ravallion—that the poverty 
reduction in two villages of Maharashtra on account of the Employment 
Guarantee Scheme is no greater than what would have been obtained by a 
uniform transfer of the same budget across all households—raises some con- 
cern, because it suggests that special employment programs may not be the 
most efficient means of reducing poverty. However, the usefulness of their 
results is limited because the benchmark they use—a uniform transfer to all 
households—is unrealistic and seldom feasible. In addition, the Datt- 
Ravallion results cannot be generalized since their sample includes only a 
few hundred households in two villages of Maharashtra State. But it is clear 
that there is an important need for studies that compare the cost- 
effectiveness (in terms of poverty reduction per unit cost) of special employ- 
ment programs to those obtained under alternative poverty-alleviation in- 
terventions. However, even comparisons of cost-effectiveness are unlikely to 
definitively indicate the superiority of one poverty-alleviation strategy over 
another. This is because employment programs have multiple objectives— 
raising incomes of the poor, stabilizing incomes, sustainability, etc.—and 
both wage employment and self-employment schemes score differently on 
different criteria. 

In conclusion, it is important to remember that special employment 
programs, whether of the self or wage employment kind, are safety nets, to 
be used for households that, for one reason or another, cannot take advan- 
tage of opportunities created by economic growth, or to be used to provide 
temporary relief during times of distress (such as drought). Growth in agri- 
cultural productivity remains the most sustainable and effective way of al- 
leviating rural poverty in the long run. Indeed, it could be argued that coun- 
tries such as India need special employment programs on a continuing (as 
opposed to temporary) basis for their fight against poverty owing to the con- 
spicuous absence of rapid economic growth in rural areas. 


2 





5. In some cases, agricultural growth by itself does not guarantee the poor's participation in 
increased productivity. This may be because the growth is limited to certain regions, certain crops and 
to certain sections of the rural population. 

6. Of course, it could be argued that special employment programs themselver promote 
broad-based economic growth. For example, if wage employment schemes help develop physical infra- 
structure that, in turn, increases the poor's participation in economic activities and provides additional 
income and employment to them on a sustained basis, the schemes may help promote broad-based 
economic growth. Likewise, if self-employment generation programs, such as the Grameen Bank, pro- 
vide opportunities for the poor to be involved in activities that have either backward or forward link- 
ages with mainstream economic activities, they can also help promote broad-based economic growth. 


Special Employment Programs and Poverty Alleviation 71 


References 


Alamgir, M., 1982. IFAD Report on Grameen Bank Project. Grameen Bank Project, 
Dhaka. 

Apte, D. P., 1982. "Evaluation of an Integrated Dairy Development Scheme 
(Warnagar)." Gokhale Institute of Economics and Politics, Pune. Mimeo. 

— ——., 1985. "A Study on Poverty Alleviation in Rural India through Employment 
Creation Programmes." ARTEP, New Delhi. Mimeo. 

Banskota, M., 1986. "Dimensions of Rural Employment Problems, Policies and Pro- 
grammes: An Overview of Nepal's Experience." ICIMOD, Kathmandu. 
Mimeo. 

Bu-ki, S. J., D. G. Davies, R. H. Hooks, and J. W. Thomas, 1976. “Public Works Pro- 
grams in Developing Countries: A Comparative Analysis." World Bank Staff 
Working Paper No. 224. World Bank, Washington, D.C. 

Chen, M., 1989. "Livelihoods, Gender and Drought: The Study of a Village in Gu- 
jarat." Harvard Institute for International Development, Cambridge, MA. 
Mimeo. 

Dandekar, K., 1983. "Employment Guarantee Scheme: An Employment Opportunity 
for Women." Gokhale Institute Studies No. 67. Orient Longman, Bombay. 

Dantwala, M. L., 1985. "Garibi Hatao: Strategy Options." Economic and Political 
Weekly XX,11(March 16):475-476. 

Datt, G., and M. Ravallion, 1994. "Income Gains for the Poor from Public Works 
Employment: Evidence from Two Indian Villages." Living Standards and 
Measurement Study Working Paper No. 100. World Bank, Washington D.C. 

Deolalikar, A. B., 1987. "Rural Employment Creation in India and Nepal." In Rural 
Employment Creation in Asia and The Pacific, Papers and Proceedings of 
the Asian Development Bank and the International Labour Organisation's 
Regional Workshop on Rural Employment Creation, 24-28 November 1986, 
Manila, Philippines. 

Deolalikar, A. B., and R. Gaiha, 1995. "What Determines Female Participation in 
Rural Works? The Case of India's Employment Guarantee Scheme." Uni- 
versity of Washington Discussion Paper. Seattle, WA. 

Dreze, J., 1990. "Famine Prevention in India." In J. Dreze and A. K. Sen, eds., Hun- 
ger and Public Action. London: Clarendon Press. 

Echeverri-Gent, P., 1993. The State and the Poor. Berkeley: University of California 
Press. 

Gaiha, R., 1990. "Poverty Alleviation Programmes in Rural India: An Assessment." 
Paper presented at the World Econometric Congress, August, Barcelona. 
Mimeo. 

—— , 1995a. "Wages, Participation and Targeting: The Case of the EGS in India." 
Mimeo. 

—., 1995b. "How Dependent are the Poor on the EGS in India?" Mimeo. 


72 Asian Development Review 


Gaiha, R., and A. B. Deolalikar, 1993. "Persistent, Expected and Innate Poverty: 
Estimates for Semi-arid Rural South India, 1975-84." Cambridge Journal of 
Economics 17 (December 1993):409-21. 

Ghai, D., 1984. An Evaluation of the Impact of the Grameen Bank Project. Dhaka: 
Grameen Bank. 

Hossain. M., 1988. Credit for Alleviation of Rural Poverty: The Grameen Bank in 
Bangladesh. Research Report No. 65. International Food Policy Research 
Institute, Washington, D.C. 

Institute for Financial Management and Research, 1984. An Economic Assessment of 
Poverty Eradication and Rural Unemployment Alleviation Programmes and 
Their Prospects. Madras. i 

Jain, D., 1979, "Impact on Women Workers — Maharashtra Employment Guarantee 
Scheme-A Study." International Labour Organisation, Geneva. Mimeo. 

Khandker, S., B. Khalily, and Z. Khan, 1994 . "Sustainability of Grameen Bank: 
What Do We Know?" World Bank, Washington, D.C. Mimeo. 

Lieberman, S., 1984. "Maharashtra's Employment Guarantee Scheme: A Case Study 
of an Employment Security Program in an Indian State." Population Coun- 
cil, New York. Mimeo. 

Minhas, B.S., L.R. Jain, and S.D. Tendulkar, 1991. "Declining Incidence of Poverty 
in the 1980s: Evidence versus Artefacts." Economic and Political Weekly 
(July):6-13. 

Mundle S., 1993. "Unemployment and Financing of Relief Employment in a Period of 
Stabilisation: India, 1992-94." Economic and Political Weekly (January):30. 

Muqtada, M., 1984. "Special Employment Schemes in Rural Bangladesh: Issues and 
Perspectives." Asian Employment Programme Working Papers. Bangkok: 
ILO/ARTEP (December). Mimeo. 

Narayana, N.S.8., K.S. Parikh, and T.N. Srinivasan, 1988. "Rural Works Programs 
in India: Costs and Benefits." Journal of Development Economics 29(2):131- 
156. 

National Bank for Agriculture and Rural Development, 1984. Study of Implementa- 
tion of Integrated Rural Development Programme. Bombay. 

Parikh, K.S., and T.N. Srinivasan, 1989. "Poverty Alleviation Policies in India: Food 
Consumption Subsidy, Food Production Subsidy and Employment Genera- 
tion." Economic Growth Center Discussion Paper No. 591. Yale University, 
New Haven. 

Pitt, M.M., and S.R. Khandker, 1994. "Household and Intrahousehold Impacts of the 
Grameen Bank and Similar Targeted Credit Programs in Bangladesh." 
World Bank, Washington, D.C. 

Programme Evaluation Organization, 1985. Evaluation Report on Integrated Rural 
Development Programme. Planning Commission, Government of India, New 
Delhi. 

Pulley, R.V., 1989. "Making the Poor Credit Worthy." World Bank: Discussion Pa- 
pers. The World Bank, Washington, D.C. 


Y 


Special Employment Programs and Poverty Alleviation 73 


Ranman, A., 1986. Demand and Marketing Aspects of Grameen Bank: A Closer Look. 
Dhaka: The University Press Ltd. 

Razh, N., 1985. "Garibi Hatao: Can IRDP Do It?" Economic and Political Weekly 
XX,6(February 9):238-56. 

Ravallion, M., 1991. "Reaching the Rural Poor through Public Employment: Argu- 
ments, Evidence, and Lessons from South Asia." World Bank Research Ob- 
server 6,2(July):153-75. 

Reserve Bank of India, 1984. Implementation of Integrated Rural Development Pro- 
gramme —A Field Study. Bombay. 

Robinson, M., and D. Snodgrass, 1987. "The Role of Institutional Credit in Indone- 
sia's Rice Intensification Program." Development Discussion Paper No. 248. 
Harvard Institute for International Development, Cambridge, MA. 

Ryan, J.G., and T. Walker, 1989. Against the Odds: Village and Household Econo- 
mies in India's Semi Arid Tropics. Baltimore, MD: The Johns Hopkins Uni- 
versity Press. 

Saith, A., 1989. "Development Strategies and the Rural Poor." Background paper for 
the Workshop on "Macroeconomic Policies and Rural Development", Inter- 
national Labour Organisation. 

Sen, A.K., 1975. Employment, Technology and Development. Oxford: Clarendon 
Press. 

World Bank, 1990. World Development Report 1990. New York: Oxford University 
Press. 


Structural Adjustment, 


Labor Market, and Employment 
Azizur Rahman Khan 





Abstract. This paper explores the relationship between labor market and employment on 
one hand and macroeconomic imbalance and its adjustment on the other. It argues that 
distortions and rigidities in the labor market can aggravate macroeconomic imbalance and 
create impediments in the way of their adjustment. It also argues that the initial system of 
economic incentives and institutions and the composition of adjustment policies determine 
‘what kind of impact adjustment has on employment. A comparison of the experience of a 
group of South Asian countries with that of a group of East and Southeast Asian countries 
provides useful insights into the kind of labor market policies and institutions that are most 
conducive to the avoidance of macroeconomic imbalance and to the rapid adjustment of the 
imbalances that occur. This comparison also helps identify guidelines for the design of 
employment-friendly adjustment. 





uring the 1980s the developing world experienced a fundamental 

shift in its preoccupation, away from growth and in the direction of 

adjustment of macroeconomic imbalances. In a large proportion of 
less developed countries (LDCs)—especially those in Latin America and 
Africa but also including some in Asia—the period of adjustment witnessed a 
reduction in growth, a rise in unemployment and an increase in the 
incidence of poverty. The question therefore naturally arises if the necessary 
task of adjusting unsustainable macroeconomic imbalances in the LDCs can 
be accomplished without allowing growth to fall and unemployment to rise. 


Adjustment and its Components 
Since the early 1980s the term structural adjustment has been used 
to denote the policies recommended by the mutilateral donor agencies to 
overcome unsustainable macroeconomic imbalances faced by the less 
developed countries. In 1980 the World Bank introduced the Structural 
Adjustment Loan (SAL) as a new lending instrument. To become eligible for 
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SALs the LDCs were required to adopt comprehensive programs for the 
adjustment of macroeconomic imbalances. There are three major elements of 
mécroeconomic imbalance: deficit in the external trade account, deficit in 
government budget, and inflation. Often these imbalances coexist. Adjust- 
ment programs in the LDCs since the early 1980s have however been 
primarily focused on the first of the three imbalances simply because 
individual countries have less control in ensuring its sustainability than of 
the other two. In its first evaluation of the SALs, the World Bank clearly 
recognized that the introduction of the instrument was a response to the 
serious balance of payments problems affecting many LDCs in the aftermath 
of the second oil shock in 1979 (World Bank 1988). 

In contemporary discussions a distinction is usually made between 
two qualitatively different kinds of policies—viz., stabilization policies and 
structural adjustment policies—for the adjustment of macroeconomic 
imbalance. Stabilization refers to an orderly reduction in the level of aggregate 
demand while structural adjustment consists of supply side reforms in 
policies and institutions. The term adjustment is often used to include both 
stabilization and structural adjustment policies.’ Principal stabilization 
measures—adjustment in the exchange rate, reduction in fiscal deficit, and a 
contraction in money supply—reduce the level of aggregate domestic demand, 
reduce demand for imports, and increase exports. They have a powerful and 
quick contractionary effect on all three macroeconomic imbalances. They 
also have an adverse effect on the growth of output and employment. 

Structural reform’ instruments are far too numerous to be compre- 
hensively enumerated. The important ones that feature in many adjustment 
programs include the liberalization of the trade regime; increasing the 
efficiency of public expenditure; restructuring of the tax system; financial 
deepening; improving the efficiency and the profitability of public enter- 
prises; and improving the price system by removing distortions that damage 
incentives, encourage wasteful use of scarce resources, and discourage the 
use of abundant resources.’ Structural reforms contribute to economic 





1. According to this vocabulary, the term “structural adjustment” in the title of the present 
paper should be replaced by “adjustment” which consists of both stabilization and structural 
adjustment. 

2. The terms “structural adjustment” and “structural reform" are used interchangeably in this 
paper as in much of the literature. The former term implicitly suggests that these policies should be 
invoked in the event of an unsustainable macroeconomic imbalance which needs adjustment. The 
latter term suggests the desirability of adopting these policies irrespective of the presence of 
macroeconomic imbalances. As discussed later, there is a case for preferring the second interpretation. 

3. Certain policies answer the description of both stabilization and structural reform instru- 
ments. The exchange rate and the rate of interest are principal examples of this. They directly affect 
the level of aggregate demand. They also exert very powerful influence on the efficiency of resource use. 
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growth by making resources more productive. They generate employment 
both by stimulating growth and making growth more labor-intensive. Their 
contribution to the reduction of macroeconomic imbalance is, however, 
indirect. Higher growth, greater exports, higher public revenue and a more 
streamlined public expenditure make it possible to reduce both external and 
domestic macroeconomic imbalances. But these improvements come more 
slowly than is often warranted by the crisis circumstances accompanying 
macroeconomic imbalances. This is due to the inevitable lag between 
Structural reforms and the consequent improvement in efficiency and 
between greater efficiency and the reduction in macroeconomic imbalances. 


Employment, Structural Imbalance, and Adjustment: 
The Asian Experience 


Much of this paper is concerned with a comparison of the two groups 
of Asian countries which had distinctly different performance in terms of 
growth, employment, macroeconomic stability, and adjustment. The two 
groups are called East and Southeast Asia (ESEA) and South Asia (SA) although 
it should. be made clear at the outset that the similarity of policies and 
outcomes, rather than geographical location, is the basis of the distinction. 
There are very important differences between the two groups with respect to 
initial circumstances and policy response to macroeconomic imbalance. The 
purpose of the comparison between the two groups is to relate these 
differences to their different performances in terms of macroeconomic 
adjustment, growth, and employment. The "ESEA experience" in the present 
context focuses on the cases of the Republic of Korea (hereinafter Korea), 
Indonesia, Malaysia, and Thailand.' The "SA experience" is illustrated by the 
cases of Bangladesh, India, Pakistan, and Sri Lanka." 





4. This list excludes the following countries located in East and Southeast Asia: People's Re- 
public of China; the former Indo-Chinese countries; the Philippines; Taipei,China; Hong Kong; and 
Singapore. The last three countries followed a development strategy that was similar to that of the four 
countries chosen to illustrate the ESEA experience. They have been excluded because Hong Kong and 
Singapore have for years have been classified as high income countries by agencies like the World 
Bank; also, these two countries and Taipei,China have avoided the problem of external imbalance, 
arguably due to their development policies. In this latter context their inclusion to illustrate the "ESEA 
strategy" would strengthen the conclusions of this paper. The Chinese experience, especially over the last 15 
years, has been quite as remarkable as that in the most rapidly growing ESEA countries, though it has 
been based on very different policies, especially in the labor market. Former Indo-Chinese countries 
were politically and/or militarily still very unsettled during much of the 1980s. They appear to have 
started to grow rapidly in recent years. Development policies in the Philippines have fundamentally 
differed from the ESEA policies and have been closer to SÀ policies (see Khan 1996c). 

5. The experiences of Nepal and Myanmar, the other major countries located in South Asia, 
have generally been worse than that of any of these countries. 
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The principal aspects of the comparative experience of ESEA and SA 
may be summarized as follows: 


(a) ESEA achieved a much higher rate of growth than SA did. During 
the 1980s, the decade of adjustment, they both performed far better 


than the non-Asian LDCs. 

(b) Growth in ESEA was far more employment-intensive than growth in 
SA; 

(c) ESEA was hit by external imbalance earlier and more severely than 


SA. The SA economies were initially less vulnerable to external 
shocks. Macroeconomic imbalance in these economies gradually be- 
came unsustainable due to the compounding of unfavorable external 
circumstances and domestic inefficiencies; 

(d) The ESEA economies achieved rapid and successful adjustment of 
macroeconomic imbalance after at most a very sbort period of decline 
in output and employment at the beginning of the adjustment proc- 
ess. Successful adjustment in this context is being defined as the si- 
multaneous (i) elimination or a substantial reduction in macro- 
economic imbalance, and (ii) achievement of significant growth in 
output and employment. The second condition by and large guaran- 
tees the avoidance of an increase in the incidence of absolute poverty. 
For the SA economies the process of adjustment has so far eluded 
these objectives of successful adjustment. 


Prior to the first oil shock the ESEA countries grew significantly 
faster and the SA countries grew much slower than the LDCs as a whole 
(Table 1). This pattern continued during the interregnum between the first 
ard the second oil shocks although the gap between the SA growth rate and 
the growth rate of the LDCs as a whole became much narrower during this 
period. During the 1980s—the decade characterized by external imbalance, 
debt crisis, and adjustment in the LDCs—both the ESEA and the SA 
countries achieved an acceleration in the rate of their GDP growth while the 
growth rate in the rest of the LDCs fell sharply. This underlines the 
important point that the performance of the SA countries during this period, 
though inferior to the performance of the ESEA countries, was far superior 





6. It should be noted that while for all countries in East and Southeast Asia as a whole the 
growth rate accelerated during the 1980s, it actually fell for Indonesia and Malaysia. These two oil- 
exporting countries were hit by external imbalance much later than other countries. They took a good 
part of the 1980s to adjust. This brought their average growth rate during the 1980s decade down. Both 
these countries achieved an acceleration in their growth rates during the early 1990s. 
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to the performance of the LDCs in Latin America and sub-Saharan Africa. In 
the early 1990s most ESEA countries achieved a further acceleration in 
growth while all SA countries except Sri Lanka experienced a reduction in 
growth. 

Not only did ESEA grow faster than SA throughout the period under 
review; ESEA growth was more employment-intensive (hence more 
egalitarian) than SA growth.’ Two types of evidence for employment 
intensity of growth are presented in Tables 2 and 3. The first of these is the 
rate of reduction in agriculture’s share of employment. A rapid reduction in 
agriculture’s share of employment indicates healthy growth of demand for 
labor in the rest of the economy. The ESEA countries have generally 
achieved better success in bringing down the proportion of labor force 
employed in agriculture. Among the ESEA countries, Korea and Malaysia 
have largely completed the "Lewis transition" of transferring "surplus" labor 
from agriculture to nonagricultural employment.’ The reduction has been 
substantial, though not dramatic, in Thailand and Indonesia. As will be 
discussed in the third section, the slower reduction in agriculture’s share of 
employment in Indonesia was accompanied by a rapid increase in labor 
absorption in agriculture itself. In comparison with the ESEA countries, 
South Asia has experienced a slower reduction in agriculture’s share of 
employment signifying the inability of industries and services in these 
countries to absorb labor as rapidly as in the ESEA countries, 

The other set of evidence relates to the growth elasticity of employ- 
ment in manufacturing industries. Measuring overall GDP elasticity of 
employment is not particularly meaningful because adjustment cannot be 
made in observed levels of employment for the underemployment in 
agriculture and informal activities that characterizes most LDCs. Making 
meaningful measurement of the growth elasticity of services is also not 
possible due to the difficulty in generating the necessary data. Table 3 shows 
the employment elasticities in manufacturing for the countries for which 
comparable data are available. These elasticities have been high and have 
evolved in a healthy manner in the ESEA countries; they declined in the 
1980s for Korea and Malaysia—which began moving toward comparative 
labor scarcity—while still remaining substantially higher than the elastici- 





7. Greater employment intensity of growth was only one of the several major factors contribut- 
ing to the greater egalitarianism of growth in ESEA. The other factors are: a higher level of, and a 
greater equality of access to, human capital and a greater equality of access to productive resources 
(including land). See World Bank 1993b and Khan 1996a for a discussion of some of these issues. 

8. This is also true for Taipei,China which is not included in the present illustration of the 
ESEA group. 
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ties for the SA countries. For the SA countries the evidence is mixed for the 
1970s: industrial growth was highly labor-intensive in India and extremely 
labor-averse in Pakistan. In Sri Lanka the evidence is hard to interpret in the 
absence of more detailed data: employment in manufacturing grew more than 
twice as fast as output indicating the possibility of an inefficient absorption 
of Zabor.’ During the 1980s the elasticity of employment became virtually 
zero in India and was very low in other SA countries. The Indian case 
dramatizes the trend that may also have obtained elsewhere in SA: a fairly 
rapid rise in manufacturing output was translating itself into a growth in 
labor productivity with no growth in employment. This may indicate that 
incustries were growing out of "disguised unemployment" with a concealed 


Table 1. Growth in GDP (percent per year) 





1965-73 1973-80 1980-90 1990-93 


All LDCs 6.8 4.8 3.2 

All Countries in East and 

Southeast Asia’ 7.7 6.5 7.9 8.7 
Indonesia 8.1 7.2 5.5 6.5 
Korea, Rep. of 10.0 8.6 9.7 6.6 
Malaysia 6.7 7.5 5.2 8.3 
Thailand 7.8 6.9 7.6 8.0 

All Countries in South Asia’ 3.6 4.2 5.2 3.1 
Bangladesh 0.5 2.4 4.3 4.0 
India 3.9 3.8 5.3 2.5 
Pakistan 5.4 5.2 6.3 3.4 
Sri Lanka 4.2 4.0 4.0 5.6 





! A] countries located in the region including the ones specifically cited. 

... means data not available. 

Soarce: Asian Development Bank (1991, 1992); World Bank (1986, 1990b, 1992a, 1993a, and 1995a); 
Khan (19942). 





9. An elasticity higher than 1 does not necessarily mean inefficiency or a decline in industry- 
specific productivity of labor. It may be caused by a shift in the composition of manufacturing in favor 
of industries with greater labor intensity. In the case of Sri Lanka, incomplete data indicate at best a 
stagnation in industry-specific productivity per worker. 
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expansion in labor use which was not reflected in the headcount of employ- 
ment. However, this may also indicate that industries were reluctant to 
absorb labor. In either case the circumstances indicate serious problems with 
the functioning of the labor market. The presence of disguised unemploy- 
ment in industries indicates an inflexibility in the structure of employment. 
It should have been possible for industries to lay off the surplus labor and 
gradually rehire them and expand employment as output grew. The 
perception that labor, once employed, is hard to relocate makes employers 
averse to the creation of employment, an issue whose implications are 
analyzed in the next section. A final point to note is that the very limited 
data show that wage repression—the gap between the increase in output per 
worker and the increase in earnings per worker—was generally greater in 
India than in the ESEA countries. 

During the 1970s and the very early 1980s the redeeming feature of 
the South Asian employment scene was a relatively rapid expansion of 
employment in agriculture. Employment absorption in South Asian 
agriculture—after a spurt in the 1970s due to the impetus from substantial 
investment in agriculture and the replacement of food imports by domestic 
production—slowed down in more recent years. This is well documented by 
the Indian experience. Between the 32nd (1977/1978) and 38th (1983) rounds 
of the National Sample Survey (NSS), Indian agriculture created employ- 
ment for 15 million persons, close to half the total increase in labor force. 
This represented a 1.9% annual growth in agricultural employment and an 
output elasticity of employment of 0.6. With the rapid growth of employment 
in unorganized industries and a moderate growth of services employment, 
India was able to have a growth in productive employment that enabled the 
economy to reduce the incidence of absolute poverty. Recent evidence for 
India shows a sharp decline in the output elasticity of employment in 
agriculture. The prospect for growth in agriculture has also declined due to 
the past success in replacing food imports (see World Bank 1989 for detailed 
evidence). 

Structural imbalance hit the ESEA countries earlier and more 
severely than the SA countries (Table 4)." Sri Lanka, the smallest of the SA 
countries shown, is the only case of an earlier and higher peak than in the 
ESEA countries. The peak ratio in Bangladesh was also higher than in most 
ESEA countries, but Bangladesh has always been heavily dependent on 
capital inflow. The peak ratios in ESEA, unlike the peaks in SA, represent 





10. Indonesia and Malaysia, the oil-exporting ESEA countries, were hit by external imbalance 
somewhat later for the obvious reason that the second oil shock benefited their external account. 
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sudden sharp increases from the levels prior to external shocks (Thailand 
being the only exception vnless one goes further back in the past). With the 
exception of Sri Lanka, all SA countries registered a far slower rise in 
external deficit during the 1980s. The "outward orientation" of the ESEA 
economies made them vulnerable to external shocks from which the higher 
growth and the greater efficiency of these economies provided no immunity. 
The "inwardly oriented" economies of the SA countries were relatively better 
insulated from the immediate impact of external shocks although the 
insulation was essentially purchased at the cost of a highly inefficient 
system of resource use. Tne problem of macroeconomic imbalance gradually 
became serious once domestic inefficiencies exacerbated the effect of 
unfavorable external environment. 


Table 4: Current Account Deficit before Official Transfer as Percent of GDP 





Peak Ratio Three-Year Average Three-Year Average 


and Year Ratio Prior to Ratio at the end of the 
Peak Year 1980s (1987-89) 
Bengladesh 12.3 (1982) 9.5 6.0 
India 2.8 (1985) 1.6 2.8 
Pekistan 5.4 (1985) 3.3 3.8 
Sri Lanka 19.7 (198)) 4.5 8.1 
Indonesia 7.5 (1983) 1.0 2.1 
Korea 8.4 (1980) 2.9 -5.8 
Malaysia 13.5 (1982) 2.4 -4.4 
Thailand 7.7 (1981) 6.4 (4.4) 2.6 





Nctes: Negative sign represents surplus in current account. Three-year averages are unweighted 
averages of ratios for tke three years. 
"Average for 1976-1978. 

Source: World Bank (19952). 


The ESEA countries were able to adjust quickly and successfully. 
Indonesia, Korea, Malaysia, and Thailand are among the small group of 
countries around the world which can claim to have made successful 
adjustment of their mzcroeconomic imbalance according to the criteria 
outlined above. The rate of growth in GDP in Korea and Thailand during the 
adjustment decade was higher than the rate of growth during the pre- 
adjustment decade. Indonesia and Malaysia experienced a decline in growth 
rate which nevertheless was highly respectable by any standard. Moreover, 
their growth accelerated in the early 1990s. Korea and Malaysia achieved a 
positive current accoun> balance by the late 1980s while Indonesia and 
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Thailand were able to substantially reduce their external deficits. Evidence 
has already been cited for the rapid growth in employment in these econo- 
mies. Available evidence suggests that Indonesia, Korea, and Malaysia 
achieved remarkable reduction in the incidence of poverty. Thailand’s 
success in generating productive employment and reducing absolute poverty 
has been less remarkable than that of the others. (The details of these have 
been documented in Khan 1993.) 

Economic reforms in the SA countries have so far not achieved 
successful adjustment according to the criteria outlined above although 
these countries have performed far better than the non-Asian LDCs. The 
growth performance of these countries during the first decade of adjustment 
was quite good. However, three of them—India, Pakistan and, to a lesser 
extent, Bangladesh—failed to sustain these growth rates in the early 1990s. 
Their success in bringing down their external imbalance was limited or 
negative (with the exception of Bangladesh where the deficit as a proportion 
of GDP remained high). As already discussed, their success in generating 
employment is at best highly ambiguous. 

The present essay is focused on employment and labor market issues. 
Its objective is twofold: (i) to identify the kind of labor market policies and 
institutions that are conducive to the avoidance of macroeconomic imbalance 
and to the success of adjustment policies when imbalance occurs; and (ii) to 
outline the method of designing employment-preserving adjustment. The 
second section is concerned with the contribution of preexisting labor market 
policies and institutions to the emergence of macroeconomic imbalance and 
the effect of these policies and institutions on the process of adjustment. This 
section argues that the functioning of the domestic labor market contributed 
less toward the exacerbation of the imbalance caused by external shocks in 
ESEA than in SA.” It also argues that labor market policies and institutions 
constituted a far smaller obstacle to the success of adjustment in ESEA than 
in SA. The third section of the paper is concerned with the effect of adjust- 
ment on the level of employment. It argues that adjustment policies were 
more employment friendly in ESEA than in SA. 

The vastly different performances of the two groups of countries are 
of course due to differences in many other aspects of institutions and policies 
which cannot be discussed in this essay. It is however useful to enumerate 
them briefly (see World Bank 1993b and Khan 1996a for an elaboration of 





11. Within ESEA this applies more strongly to Korea, which had a much more efficient domestic 


. incentive system, than to the other three, which were initially characterized by numerous inefficien- 


cies. There was much improvement in the incentive systems in the latter during adjustment. 
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these points). Firstly, the ESEA societies had a greater commitment to a 
wice sharing of benefits of growth—demonstrated by an egalitarian access to 
land, productive resources and human capital—than was the case for the 
South Asian societies.” Secondly, the ESEA countries succeeded in achieving 


` a much higher rate of domestic investment than the SA countries, mainly 


through higher domestic savings. Thirdly, the productivity of resources was 
generally higher in ESEA than in SA due to a system of incentives that 
promoted greater efficiency. An important aspect of the greater efficiency of 
the system of incentives in ESEA was its foreign trade regime which avoided 
the traditional ISI strategy and adopted what has come to be known as the 
"outward-looking" or the "export-led" industrialization strategy." The ESEA 
countries often deviated from the textbook rules of allocative efficiency in 
making widespread interventions for the promotion of worthwhile indus- 
tries; but the method was fundamentally different from that of the ISI 
strategy pursued by SA which protected industries arbitrarily, without 
consideration of potential zomparative advantage, and discriminated against 
exports. Another aspect of the more efficient system of incentives in ESEA 
was the avoidance of arbitrary and chaotic distortions in the pricing of 
resources, factors of production, goods, and services that result in an 
intensive use of scarce resources (e.g., capital and energy), an inadequate 
use of plentiful resources (e.g., labor), and a generally inefficient overall use 
of resources. 


Labor Market, Structural Imbalance, and Adjustment 


Inappropriate labor market policies and institutions can contribute 
to the emergence of external imbalance as well as other forms of macro- 
economic imbalance. Arbizrary public intervention in the labor market could 
result in raising the cost of labor so high as to affect international competi- 
tiveness and tbe overall productive efficiency of the economy, thereby 
creating or worsening the problem of macroeconomic imbalance. Public 
policy to stimulate rapid employment growth could lead to an unsustainable 
expansion of aggregate demand and an exacerbation of macroeconomic 
imbalance. 





12. In the provision of human capital Sri Lanka was an exception among the SA countries; it 
performed better than the other SA countries and many ESEA countries. 

13. This strategy was adopted by Korea; Taipei,China, Hong Kong; and Singapore in the 1960s. 
Indonesia, Malaysia, and Thailand gradually shifted from an ISI strategy to an export-led strategy 
duzing the process of reform beginning late in the 1970s. 
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Similarly, labor market policies could become an obstacle to adjust- 
ment. For example, laws that make lay-offs inordinately expensive prevent 
an orderly reduction in public expenditure. These laws also make it hard to 
restructure industries by preventing a relocation of employment from the 
declining industries to the industries toward which comparative advantage 
might be moving. 

Like other markets, labor markets in LDCs suffer from imperfections 
which impede the most efficient and productive allocation of labor. Properly 
designed public interventions can improve the functioning of the labor 
market. Typical interventions made by the LDC governments, rather than 
improving the functioning of the labor market, further aggravate its 
imperfections and inefficiencies. Labor markets of many Asian LDCs are 
characterized by some of the following public interventions: 


(a) In the public sector the level of employment, the structure of labor 
remuneration and the degree of protection given the workers are de- 
termined administratively, without consideration for market forces. 
If public employment constitutes a large share of employment in the 
modern sector, these actions result in an arbitrary structure of wages 
and labor allocation. 

(b) Often wages in the private sector are directly controlled. Sometimes 
the entire structure of minimum wages and benefits, for specific 
categories of skills and occupations, are legislated. Government 
regulations often extend beyond wages and benefits and set stan- 
dards concerning conditions of work and social security. 


(c) Government regulations provide employment protection by strictly 
limiting conditions under which employment can be terminated. 

(d) Government regulations often restrict the mobility of labor by 
resorting to quotas for ethnic groups, castes, and gender. 

(e) In regulating the conditions of workers' associations, governments 


rarely limit themselves to guaranteeing the workers the right of free 
association. There are tendencies to err on both sides. Numerous 
authoritarian LDC regimes have severely curtailed the right to free 
association; the consequent absence of a healthy trade union move- 
ment has proven detrimental to the development of efficiency and 
equity (see especially World Bank 1995b, 80-81). There are also 
plenty of examples of endowing influential unions, often associated 
with governments in power, with syndicalist control over conditions 
of work and employment far beyond what would be possible if free 
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and competing trade unions operated in a well functioning labor 
market. 


The justification for these interventions is based on the notion that 
the workers are a vulnerable group; providing them with secure employ- 
ment, improved conditions of work, and higher earnings would improve the 
distribution of income and contribute to the creation of a just society. The 
argument is false both on analytical and empirical grounds. The effect of 
these interventions is to raise the real cost of labor both by driving wages 
abave market wages and by making the restructuring of production very 
cos;ly. These interventiors are invariably limited to the modern sectors 
which employ a small proportion of LDC labor force. Even when they are 
purported to apply to the entire economy their actual implementation almost 
never extends beyond the modern sector. The artificially high cost of labor 
restricts the growth of employment in the modern sector. Rather than 
improving the distribution of income these interventions merely create an 
island of protected employment in a relatively highly paid, capital-intensive 
segment of the economy while relegating the rest of the labor force in less 
prcductive, less capital-intensive employment than would be the case 
without them. This technological segmentation of the labor market has 
adverse effects on both efficiency and equity. 

To ensure efficienzy, and equity, labor market interventions should 
instead aim at the most rapid expansion of employment and enhancement of 
lakor productivity. There is a great deal of scope for positive public interven- 
tion to improve the distribution of access to productive assets and human 
capital and to help improve labor mobility. Policymakers can make growth 
employment-friendly by concentrating on these actions and avoiding distortions 
in the system of incentives in a way that the combination of labor with other 
factors, notably physical capital, is unfavorably affected. All interventions that 
mzke capital (labor) cheaper (dearer) than its market price should be avoided. 

There are important differences between ESEA and SA in terms of 
benchmark labor market interventions. First, the public sector had more of a 
leedership role in the market by virtue of a larger share of aggregate 
employment in SA than in ESEA. Labor market practices in violation of 
market principles and their spread elsewhere in the economy were generally 
more widespread in SA than in ESEA.'* Public enterprises in SA are by and 





14. Within ESEA there was considerable variation among countries in these regards, Korea (and 
also Taipei,China and the others not experiencing structural imbalance) being least prone to these 
diszortions and Malaysia, Thailand, and Indonesia only gradually reducing these distortions during the 
adjustment process. 
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large not operated according to the principles of economic efficiency. In 
Bangladesh the loss sustained by public enterprises has been a major source 
of macroeconomic imbalance in government budget. In India a very high 
proportion of public enterprises has routinely incurred losses. The dismal 
performance of public enterprises has been partly due to their labor market 
practices. The Bangladesh case illustrates, perhaps in an exaggerated 
manner, this South Asian phenomenon. The expansion of employment in 
public enterprises in Bangladesh so consistently exceeded the rate dictated 
by efficiency that labor productivity declined sharply.” The phenomenon can 
only be characterized as a kind of "soft budget constraint"? facing the public 
enterprises and robbing them of all incentive to deploy labor efficiently, 
enforce labor discipline, and downsize employment by taking advantage of 
available legal means. The sheer magnitude of the public sector makes it 
inevitable for these inefficient practices to influence the entire modern 
sector. These inefficiencies have been far less a problem in ESEA partly due 
to the relatively smaller size of the public sector and partly due to a greater 
efficiency in the management of public enterprises. 

Minimum wages in the ESEA countries do not have a significant 
influence on average wages, nor do they affect the structure of wages. In 
Korea there was no minimum wage legislation during its development 
phase; the first legislation, establishing minimum wages only for manufac- 
turing industries, took place in 1988 when Korea had become a high ranking 
upper middle-income economy. In Malaysia there is no generally applicable 
minimum wage. Workers in individual industries can seek the protection of 
a minimum wage and by 1991 less than 2% of workers had done so. In 
Thailand and Indonesia minimum wages are relatively small proportions of 
average wages, have shown no upward trend in real terms, and have lacked 
serious implementation. 

In South Asia minimum wages have often had a far greater influence 
on the level and structure of wages in the modern sector. An example is the 
Indian practice of setting minimum wages for a wide spectrum of occupa- 
tions separately for each state. These have an enormous effect on the 
structure of occupational differentials which can no longer be determined by 





15. Table 3 excludes Bangladesh because the data source for that table shows Bangladesh data 
with a clear break in comparability over time. The phenomenon of declining productivity has however 
been widely noted. See, for example, Khan and Hossain (1989, chapter 4). 

16. This term, coined by Janos Kornai to describe the environment in which state enterprises in 
socialist countries operated, means the assurance that public enterprises could never become bankrupt 
and would always have a claim on resources regardless of how inefficient they might be (see Kornai 
1980). 
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market forces. The lowest of the legislated minimum wages is often a higher 
prcportion of average wage in SA than in ESEA (for details of facts on these 
aspects see Khan 1994b). 

Legal provisions concerning the conditions of termination of 
employment have varied quite a bit among the ESEA countries, from 
extreme rigidity in the case of Korea to simple provisions for terminal 
payments, with plenty of loopholes, in Thailand. The point however is that 
the employers have found little difficulty in relocating labor away from 
declining industries. The Korean case provides a very interesting example. 
Korean labor code has been very rigid in requiring the evidence of imminent 
bankruptcy as the only just cause of dismissal, temporary retirement, 
suspension, transfer, reduction of wages, and other punitive measures. 
Severance payments were also quite generous. These strict conditions of 
termination should have been a serious obstacle to industrial restructuring. 
In reality Korea has not suffered from an immobility of labor. The attach- 
ment of the workers to their enterprises has been far weaker than the legal 
guarantees. Labor turnover rate has been extraordinarily high during both 
the preadjustment and adjustment periods. Declining industries—e.g., 
textiles, clothing and leather—had no difficulty in attaining drastic and 
quick reductions in employment during adjustment (see Khan 1994b for 
detailed documentation). The reasons behind this phenomenon can be traced 
to a well functioning labor market which ensured an elastic supply of labor 
to the rapidly growing secondary and tertiary sectors of the economy. 
Employers had little incentive to promote a permanent work force or to 
heard labor. The structure of remuneration did not provide an incentive for 
long-term employment. The rapid growth of employment and real wages 
provided ample incentive and opportunity for the movement of labor 
between enterprises and industries. 

Conditions of termination are very rigid in South Asia both in law 
and in practice. The issue received a great deal of attention in the debate in 
India on the urgency of devising an exit policy for "sick" industries which 
employ some 3 million workers. The problem is partly a matter of the 
existing labor laws which make lay off virtually impossible. But the reason 
that, quite unlike the Korean case, the rigidity of labor laws has been such a 
big problem in South Asia is that employment is growing too slowly to 
provide adequate opportunity for voluntary turnover. The artificial overpric- 
ing of labor in the modern sector on the other hand creates a strong 
incentive in favor of hanging on to jobs. 

Compared to ESEA South Asian labor markets are constrained by 
numerous quotas—e.g., provincial quotas for public employment in Pakistan 
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and the ubiquitous quotas for castes in India—that inhibit labor mobility. 
Positive support—e.g., improved access to human capital and productive 
assets—is by far a better method of helping disadvantaged groups than 
setting arbitrary targets. 

Compared to ESEA South Asia also has the propensity to institute 
social security in the organized sector ahead of the ability of the society to 
provide security to the broad masses of the labor force. Thus, for example, 
the 1976 Employees Old Age Benefits Act in Pakistan provides for a pension 
to all workers after retirement and in case of invalidity. Korea adopted a 
system of pensions only in 1988, years after it reached the top echelon of 
upper middle-income countries. 

The greatest difference between ESEA and SA has been in the 
superior performance of the former in all areas of "positive" interventions to 
promote productivity and mobility of labor: improved access to human 
capital and productive resources, rapid expansion of employment, provision 
of employment services, and creation of institutions that transferred the 
benefits of increased productivity to the workers in the forms of higher 
earnings. Limitation of space compels us to avoid documentation and to refer 
to available alternative sources (see UNDP 1994 and Khan 1994b for an 
analysis). 

We can now consider the following two issues: (i) Were structural 
imbalances in ESEA and SA exacerbated by their labor market policies and 
institutions and did the difference in the labor market policies and institu- 
tions in the two country groups make a difference to the effect that they had 
on structural imbalance? and (Gi) Did different labor market policies and 
institutions in the two groups affect their adjustment processes differently? 

The origin of macroeconomic imbalances in the ESEA countries was 
principally due to external circumstances. This was particularly the case for 
the Korean economy which was not characterized by serious domestic 
distortions that hindered growth and efficiency. This was true of the labor 
market as well. The public sector exercised no wage leadership role and its 
own wage structure was free of serious distortions. There was no minimum 
wage legislation. Labor market regulations were innocuous. The social 
security system was rudimentary. There was the rigid law regulating the 
conditions of termination; but in practice this did not constitute a problem. 
No part of Korea’s macroeconomic imbalance in the early 1980s can be 
attributed to its inability to relocate labor away from declining or unprofit- 
able industries. 

The other ESEA economies under review had significant inefficien- 
cies in their domestic economies, including the labor markets. In Thailand, 


i 
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Indonesia and Malaysia public employment increased too rapidly and 
became a source of unsustainable expansion in aggregate demand in the 
preadjustment period. Low remuneration of public employees in Thailand 
and Indonesia during this period and the ethnic quotas in Malaysia were 
sources of additional inefficiency in the allocation of labor. But beyond these 
blemishes the macroeconomic imbalance in these ESEA countries were not 
due to labor market distortions and inefficiencies. 

Labor market interventions were not a significant obstacle to 
adjustment in the ESEA countries. Indeed Korea's successful adjustment 
owed a great deal to the labor market flexibility that kept wage increases 
within the limits of productivity increases and permitted a short-term 
decline in real wages (by 4.6% in 1980 and 1% in 1981) in response to a 
decline in aggregate output due to massive stabilization. Wage flexibility 
permitted by the labor market relieved the pressure for employers to reduce 
employment and the downturn in real wage brought about a demand side 
response by the employers. The rest of the adjustment period witnessed a 
steady rise in employment and real wages. During the adjustment period— 
between 1982 and 1987—real wages increased at an annual rate of 7.2% 
while labor productivity increased at an annual rate of 7.5%, allowing a 
decline in unit labor cost and an improvement in international competitive- 
ness (which was further bolstered by the adjustment in the real exchange 
rate). 

In Indonesia, Malaysia, and Thailand adjustment consisted of both 
stabilization (fiscal retrenchment, control of money supply and exchange 
rate adjustment) and widely ranging structural reform to overcome the 
domestic inefficiencies that were substantial in these economies. An 
important element of reform was in the labor market policies pursued by the 
public sector. As parts of their programs of stabilizing the level of demand, 
all three countries brought down the rate of growth of public employment. 
Labor markets in these countries were flexible enough not to obstruct the 
implementation of the adjustment programs. 

The outcome in South Asia was very different. Inefficiency in the 
labor market, as a part of the inefficiency of the domestic economic institu- 
tions and incentive systems, was a significant contributor to structural 
imbalance. Unrealistic wages and employment policies in the public sector 
and the absence of positive action to promote labor productivity were among 
the reasons for the inefficiency of industries. The inflexibility of the SA labor 
markets has been an impediment to their adjustment and the employment 
hostility of their adjustment. The problem is dramatically highlighted by the 
debate on the exit policy of the sick industries in India. The issue is viewed 
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as one of preserving a basic principle of egalitarianism: protecting the 
livelihood of the workers. The point is that these workers would have been 
better protected if sick industries were closed and the savings diverted to 
expand productive employment elsewhere, and/or workers were trained for 
alternative productive employment. As discussed in the previous section, it is 
possible to interpret the employment hostility of India’s industrial growth 
during the 1980s as a method of concealed employment creation by bringing 
down the rate of underemployment. The labor market should have been 
flexible enough to permit a straightforward reduction in underemployment. 
Otherwise industries will continue to be averse to job creation after they 
succeed in "growing out of underemployment" because of the fear that they 
would not be able to relocate labor when necessary. 


Adjustment and Employment 


This section is concerned with the design of employment-friendly 
adjustment. It argues that the initial conditions of most Asian LDCs should 
make it possible for them to combine adjustment with employment-friendly 
growth. The experience of Indonesian adjustment is used as an illustration 
of the possibility that countries with an inefficient initial economic structure 
can institute reforms under adjustment that are likely to produce this 
outcome. 


Adjustment Policies and Initial Conditions 


What adjustment policies are feasible and desirable and how they 
affect the level of employment are substantially dictated by the initial 
economic environment and incentive system. Figure 1 is a simple device to 
determine the location of countries in terms of the efficiency of resource use, 
shown along the horizontal axis, and the degree of employment friendliness, 
shown along the vertical axis. The point of intersection of the two axes 
indicates an economic environment that represents the average degree of 
efficiency of resource use in LDCs and the average employment friendliness 
of growth. The further right (left) along the horizontal axis a country is 
the greater is its efficiency (inefficiency) of resource use. The higher up 
(lower down) the vertical axis a country is, the more employment-friendly 
(employment-hostile) the economic system. For the present, mainly illustrative, 
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Figure 1: A Classification of Countries according to Efficiency 
and Employment Friendliness 


Employment-friendly 
e Korea, Rep. of 


— 








Prereform China 


Inefficient Efficient 


Bangladesh 
India 


Employment-hostile 


Note: Arrows indicate likely paths representing combinations of changes in efficiency and 
employment as adjustment of structural imbalance takes place. See Khan (1993) for an 
alternative interpretation of this figure. à 


purpose one might use the rate of growth in GDP (with an adjustment for 
the resource cost of growth in obvious cases) as the index of efficiency and 
the output elasticity of employment as the index of employment friendli- 
ness." Countries that combine a greater than average efficiency of resource 
use and a higher than average employment friendliness—efficiently 
E employment-friendly countries, e.g., Korea—would be in the northeastern 
(NE) quadrant. Countries that combine a less than average efficiency of 
resource use with greater than average employment friendliness—as was 
the case in prereform China and the former centrally planned economies 
with their system of guaranteed lifetime employment—are inefficiently 





17. In Figure 1 only relative locations of countries matter. To take absolute locations literally 
one would require better measures of these indices than are available. Thus high growth can be 
achieved at a very high resource cost; hence a proper index of efficiency should be the weighted 
average of growth and (say) total factor productivity. Output elasticity of employment should similarly 
be normalized for relative resource endowment to measure the degree of employment friendliness of 
growth. In the diagram, People's Republic of China, by the standard of its prereform growth rate, 
should have been located to the right of the vertical axis. It has been put to the left because its high 
growth is believed to have been achieved at very high resource cost (low total factor productivity), 
although reliable and internationally comparable estimates do not exist. 
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employment-friendly ‘and located in the northwestern (NW) quadrant. 
Countries with less than average efficiency of resource use and less than 
average employment friendliness—the inefficiently employment-hostile 
countries like many in South Asia—are in the southwestern (SW) quadrant. 
Countries with greater than average efficiency of resource use and less than 
average employment  friendliness—the efficiently employment-hostile 
countries—would be located in the southeastern (SE) quadrant. It is unlikely 
that LDCs would normally qualify for classification into this last category. 
An employment-hostile environment indicates an inefficient use of the most 
plentiful resource in an LDC and hence is inconsistent with efficient 
resource use. This essay will ignore this category. 

In the efficiently employment-friendly countries structural imbal- 
ances are mainly due to external factors, not domestic policies and institu- 
tions. The efficiency of the policy regime rules out a significant role for 
structural adjustment measures in the adjustment programs.” Stabilization 
is the main option for adjustment in these countries. This means that 
adjustment is in conflict with growth and employment during the transition 
period. The redeeming feature is that the efficiency of the economic system 
permits a quick resumption of growth once stabilization succeeds. Given the 
employment-friendly structure of incentives, growth, once restored after 
successful stabilization, is employment-intensive. This expected growth path 
under adjustment is indicated by a horizontal arrow in the eastern direction 
in Figure 1. The Korean experience of overcoming structural imbalance in 
the early 1980s followed these predictions very closely. 

In the inefficiently employment-friendly countries structural 
imbalance is due substantially to domestic policies although it may be 
precipitated or aggravated by external circumstances. Structural reforms of 
domestic distortions must dominate any program of adjustment. This means 
that stabilization need not bear the principal burden of adjustment." In this 
case the conflict between adjustment and growth during transition can be 
limited. Adjustment, focusing on economic efficiency, is however often 
incompatible with the protection and/or expansion of employment. Economic 
efficiency requires the dismantling of inefficient policies, e.g., guaranteed 
employment. Adjustment is likely to combine growth with increased 





18. There may however be a role for the restructuring of the system of incentives to adjust to 
changes in external conditions. ; E 

19. Conditions under which the stabilization component can actually be small are discussed 
later. 
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unemployment.” The growth path under adjustment is indicated by an 
arrow in the southeastern direction. For adjustment not to reduce employ- 
ment it is essential for growth in these economies to be very rapid and for 
reform programs in these societies to assign priority to measures that are 
most (productive) employment-friendly. Most of the former centrally planned 
economies have followed a path that is vastly inferior to these predictions. 
Ad'ustment process in these economies has led to reduction in output, sharp 
fall in real wages and increased unemployment. People's Republic of China 
appears to be an exception because of the success of its reform program in 
achieving a sharp acceleration in growth. Even so People's Republic of China 
experienced apparently employment-hostile growth during the post-reform 
period. The elasticities of employment with respect to output have been 0.26 
for the economy as a whole and 0.27 for industries for the decade 1984-94. 
Comparable elasticity for ESEA countries have been far higher." 

In the inefficiently employment-hostile countries structural imbal- 
anzes are due substantially to the countries’ own policies although external 
circumstances may be responsible for their aggravation to a state of 
unsustainability. Thus structural reform of domestic distortions can be the 
major focus of the adjustment program, with a limited role for stabilization. 
This means that the conflict between adjustment and growth during the 
transition period is likely to be far less than in the economies with an 
efficient structure of production and incentives. The notable feature of this 
case is that there is also a strong likelihood of complementarity between 
adjustment and employment expansion. This is because of the employment 
hostility of the inefficient benchmark policies and incentives. As structural 
adjustment dismantles these policies (e.g., labor market policies that make 
labor artificially expensive; underpricing of imported capital due to an 
overvalued exchange rate and direct licensing of capital goods to the 
investors; artificial cheapening of investment funds; and discrimination 
against labor-intensive agricultural and small-scale production), higher 
growth and a rapid expansion of employment occur simultaneously. The 





20. It is possible to argue that much of the benchmark employment is unproductive so that its 
reduction should not be considered to be a reduction in productive employment. The fact nevertheless 
remains that the income distribution effect of the process is same as that of an increase in unemploy- 
ment. i 

21. The elasticities for People’s Republic of China are based on the same method as the ones 
resorted in Table 3 (see China SSB 1995). This paper considers the employment hostility of Chinese 
growth as apparent rather than real because the low headcount rate of employment growth appears to 
have been accompanied by a rapid reduction of underemployment especially in industries, a 
pkenomenon that may also have obtained in India. See Khan 1996b for the Chinese estimates. 
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growth path under adjustment is indicated by an arrow in the northeastern 
direction as shown in Figure 1. 

Most contemporary LDCs, including many in Asia, belong to the 
inefficiently employment-hostile category. This means that properly 
conceived adjustment programs in a large majority of contemporary LDCs 
can simultaneously satisfy the objectives of growth and employment 
expansion (and hence equity and poverty reduction). 


The Mix of Stabilization and Structural Reform 


Just because initial inefficiency of a country provides ample 
opportunity for its adjustment program to be based on structural reform 
measures does not mean that in reality it is possible to avoid dependence on 
stabilization instruments. Structural reforms often take a long time to work 
their way to an improvement in macroeconomic imbalance. For this reason, 
stabilization instruments need to feature prominently if there is an urgency 
to bring down the external imbalance to a sustainable level sooner than 
would be done by structural reform measures alone. 

The weight of the stabilization instruments in an adjustment 
package depends on the availability of external resources and on external 
circumstances generally. This is why the role of the donor community is of 
critical importance for an orderly adjustment in the LDCs. If donor policies 
lead to a reduction in external resource flows and an exacerbation of 
external imbalance, a large dose of stabilization is forced on the LDCs, with 
the consequent aggravation of stagnation and unemployment. 

There may also be important domestic obstacles to the predominance 
of structural reform measures in an adjustment program. An understanding 
of these obstacles must be sought in an examination of the reasons behind 
the structural distortions that cause inefficiency. These distortions—e.g., a 
foreign trade regime of overvalued exchange rate and licensing of imports 
that redistributes income in favor of the domestic commercial and industrial 
classes, against the poor peasant producers of exports and the consumers of 
protected domestic manufactures; and the regulation of conditions of work 
and wages in the tiny modern sector which benefits a minority of politically 
powerful, organized workers at the cost of restricting the growth of employ- 
ment—are not inherent in the economic structure but outcomes of govern- 
ment policies. The typical defense that governments offer for these policies is 
that they believe that they benefit the society. Thus, for example, they argue 
that an adjustment of the exchange rate is unlikely to be of benefit because 
the demand for exports is inelastic and that protection is beneficial for 
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industrial development. Similarly they defend the labor market interven- 
tions as beneficial to the living standard of the working population as a 
whole. In reality policymakers in LDCs know better. Too often these policies 
are adopted not because of the reasons cited in their rhetorical defense but to 
ensure the outcome that they actually produce, in other words, to make an 
income transfer in favor of certain powerful groups. The lack of political will 
for reform can be traced to the power of the beneficiaries of these distortions. 
Their power may continue to guarantee the exclusion of the reform of 
stractural distortions from an adjustment program unless a countervailing 
coalition successfully confronts them. 


The Choice of Stabilization Instruments 


The argument above should not be interpreted as a blanket pre- 
scription against all forms of stabilization. Of the three principal instru- 
ments of stabilization, the adjustment of the exchange rate to. an 
"appropriate" level is desirable in any case. As noted earlier, the exchange 
rate should be regarded as both a stabilization measure and a structural 
reform measure. Besides affecting the level of demand, it also affects the 
efficiency of resource allocation. In many inefficiently employment-hostile 
countries (e.g., where exports consist of labor-intensive products) an 
adjustment of the exchange rate, complemented by measures to enhance 
supply elasticity, should help expand employment and promote equity. 

For the other two broad categories of stabilization measures— 
reduction in public expenditure and control of money supply—one must look at 
detailed subcategories for which employment effects can be traced. As the 
Indonesian case, reported below, shows, the prime candidates for a reduction 
in public expenditure include: untargeted subsidies; nonessential recurring 
expenditure; social services that do not enhance the human capital endow- 
ment of the poor (e.g., subsidized modern hospitals and institutions of higher 
learning in liberal arts); and capital-intensive investment in large-scale 
projects with long gestation lags. Similarly, a contraction of money supply 
and credit should be sought by means other than sacrificing the flow of credit 
for the acquisition of assets and the continuation of production by the poor, e.g., 
lending for low-income housing, peasant agriculture and small enterprise. 


The Prioritization of Structural Reform Instruments 


A basic asymmetry between stabilization instruments and structural 
adjustment instruments is that the former need not be invoked unless there 
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is a structural imbalance” while the latter need not, indeed should not, wait 
to be implemented until the emergence of a structural imbalance. These 
reforms are essential in any case, not because the economy is faced with an 
unsustainable imbalance. : 

While the reform of structural distortions should not await the 
advent of a structural imbalance, a program of adjustment should, and is 
usually forced to, address these distortions. Empirical studies have shown 
that in a large majority of LDCs these distortions often represent a coherent 
System of incentives that simultaneously reduce the efficiency of resource 
use and the expansion of employment. The most widely observed system of 
distorted incentives in the LDCs is the one associated with import substitut- 
ing industrialization (ISI). By now the adverse effects of this system of 
incentives is well documented: it discriminates against exports; creates 
insurmountable obstacles to efficient resource use by making relative prices 
and profits completely unrepresentative of social scarcities and benefits; 
restricts employment by encouraging capital-intensive technology and 
discouraging labor-intensive production; and redistributes income in favor of 
the rich and powerful.” The reform of these structural distortions is 
therefore likely to contribute simultaneously to higher growth, greater 
employment and more equity. 

How should one go about sequencing this reforms in terms of 
priority? First, the distortions that are the primary obstacles to efficiency 
must be removed. These relate to disincentives to exports, wild variations in 
effective protection among activities, rigid quantitative control of import and 
distribution, overt distortions in relative prices of goods and factors of 
production (including those due to inappropriate labor market interven- 
tions). 

The experience of the ESEA countries shows that the pursuit of 
overall efficiency is quite consistent with widespread public intervention to 
promote equitable growth. A lot of limited deviations from the standard 
prescriptions for allocative efficiency were made by the ESEA countries in 
the interest of promoting growth. Thus a degree of financial repression was 
the cornerstone of the Korean strategy of promoting labor-intensive exports, 
by providing the latter with relatively inexpensive credit. Financial 
repression must however not be taken so far as to render the reward for 
saving negative or too low. Again, as is amply demonstrated by the experi- 





22. This applies only to “pure” stabilization instruments, not, for example, to the exchange rate 
which is both a stabilization and a structural adjustment instrument. 

23. The most extensive set of studies documenting these effects were carried out under the 
auspices of the NBER and are summarized in Krueger (1983). ! 
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ence of some of the best performing ESEA countries, it is not necessary to 
abandon the promotion of "infants". These must however be carefully 
designed. They must not discriminate against exports by shifting incentives 
in favor of sale in the limited domestic market, but provide support. for the 
expansion of infants in both domestic and export markets without discrimi- 
nation. 

While reforms for allocative efficiency, implemented within the 
framework of a strategy for growth, are likely to lead to a rapid expansion in 
employment, it is not necessary that the structural reform measures that 
promote the greatest gain in efficiency would be the one to promote the most, 
or any, expansion in employment. In the event that they do not simultane- 
ously promote employment growth—especially in the rare case that they 
aczually hamper the growth of productive employment—the objective of 
employment expansion must be pursued by adopting separate or compensa- 
tory policies, not by allowing the inefficiency-causing distortions to survive.” 


An Example of Adjustment with Employment 
Expansion: The Case of Indonesia 


A good example of the implementation of much of the above guide- 
lines for the design of employment-friendly adjustment is the case of 
Indonesia. At the time Indonesia was hit by external imbalance in the 1980s 
its economic structure and incentives arguably resembled the inefficiently 
employment-hostile case outlined above. The rate of growth of the economy 
was high—over 7% per year during the 1970s—thanks to a high rate of 
investment made possible by large oil revenues supplemented by generous 
inflows of external capital. The economy was however characterized by 
inefficiencies—artificial depression of terms of trade for agriculture, large 
urban subsidies, arbitrary protection, capital-intensive public investment, 
and urban-intensive public expenditure to mention some—which led to 





24. The writer cannot readily think of an Asian example. In Mexico, the reform of the trade 
regime, once completed, is. likely to reduce the domestic output of corn. Allegedly this would reduce 
employment and increase poverty, other things remaining the same. Clearly, the reform of the trade 
regime will bring in benefits so great that abandoning it because of the reduction of employment and 
oulput of corn would not make sense. One solution would be to consider the possibility of keeping corn 
out of the ambit of trade reform by protecting it (the classic Asian example is the rendering of rice, the 
principal wage good, “nontradable” in certain ESEA countries, thereby establishing a great deal of 
coatrol over real labor cost) if it can be shown that the resulting inefficiency is outweighed by the 
benefit of protecting employment and avoiding the increase in poverty. Should this not be feasible in 
the globalized environment of NAFTA, Mexico should consider compensatory measures for the 
expansion of employment, including public works program in the corn area during the transition 
period. 
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widespread misallocation of resources. Productive employment was far less 
than what it would be under an efficient system of incentives. Since crop 
production was restricted due to price disincentive and low agricultural 
investment, much of employment in agriculture was in residual activities 
with low productivity. Elsewhere in the economy the composition of public 
investment and the system of incentives promoted a production technology 
that was relatively capital-intensive. The society was characterized by 
substantial inequality in the distribution of income. This was reflected in a 
rural Gini ratio of income distribution of 0.4, which was high in comparison 
with that in other Asian LDCs (see Khan et al. 1992, Table 10), and an 
estimated half of the country's population in absolute poverty in the mid- 
1970s (see World Bank 19902). 

By the early 1980s the end of the oil boom led to an unsustainably 
large external imbalance for Indonesia. The current account deficit during 
1983 was 7.5% of GDP. It was in this context that Indonesia embarked on a 
program of adjustment. 

Given Indonesia's inefficiently employment-hostile initial conditions, 
there was an opportunity to combine efficiency, employment expansion, and 
equity through structural adjustment. The adjustment process in Indonesia 
appears to have made good use of this opportunity. The distribution of 
income improved and the incidence of absolute poverty declined over the 
adjustment period (between 1984 and 1987). The World Bank estimates that 
the proportion of population in poverty declined between 1984 and 1987 from 
39.4% to 26.8% in rural areas and from 12.8% to 7.3% in urban areas. The 
Gini ratios of income distribution for the same time period are not available. 
For the distribution of expenditure, the Gini ratio declined over the same 
period from 0.293 to 0.277 in rural areas and from 0.333 to 0.329 in urban 
areas." The achievement of greater equity and reduced poverty was 
principally due to a rapid expansion in productive employment, a good part 
of which was in agriculture. But, as Table 3 shows, the elasticity of employ- 
ment in industries nearly doubled during the adjustment decade as com- 
pared to the decade before. The employment friendliness and equity of 
adjustment derived from the choice of specific instruments of stabilization 
and structural reform. There were reductions in the levels of public 
investment and expenditure. In public investment, labor-intensive projects 





25. The World Bank's poverty estimate is based on an absolute poverty income threshold that 
ensures a per capita daily intake of food energy of 2,100 kcalories and an allowance for protein intake. 
The trends in poverty and inequality, based on data from household expenditure surveys (SUSENAS), 
are reported in World Bank (1990a). Àn account of adjustment in Indonesia is given in Ahmed and 
Chhibber (1992). 
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under the regional development program were encouraged while large public 
investment programs, usually more ¢apital-intensive than the average 
investment projects, were canceled. Public expenditure was reduced overall, 
while components that provide service to the poor, especially the production 
activities of the poor, were preserved. The adjustment of the exchange rate 
shifted relative prices in favor of agriculture. Combined with large public 
investment in agriculture, this increased the growth of crop production 
which led to a sharp rise in the absorption of labor. Earnings per rural 
household increased rapidly. Structural reforms elsewhere in the economy 
reduced the relative underpricing of capital and improved the incentive for 
labor absorption. Progressivity of the tax system was increased to contribute 
to ihe equity of the adjustment process. 

Another feature of Indonesia's adjustment that deserves emphasis is 
that it included a considerable dose of stabilization (two substantial 
devaluations, massive fiscal retrenchment, and strict monetary policy). 
Although the scope for structural adjustment reforms was very large, the 
urgency of bringing down the imbalance dictated a big dose of orthodox 
stebilization. While the dose of stabilization was large, it was not as large as 
in some Latin American countries. Indonesia’s current account balance 
be“ore official transfer continued to be significant—averaging -2.1% of GDP 
during 1987-1989, for example-and outstanding external debt as a proportion 
of GDP rose steadily through the 1980s. Had the donor community treated 
Indonesia the way it treated Latin America, the chances are that Indonesia 
wculd have been forced to adopt even more severe stabilization with a 
reduction of growth in output and employment." 


Conclusion 


There is a two-way relationship between structural imbalance and 


.adjustment on the one hand and employment and labor market policies on 


the other. Employment and labor market policies influence the emergence of 
structural imbalance as well as the process of adjustment. The nature and 
composition of adjustment policies exert strong influence on the level of 
employment. 

Appropriate interventions in LDC labor markets should aim at 
promoting productivity and mobility of labor by improving the access of the 





26. As noted above, Indonesia's growth did decline somewhat during the adjustment period 
(1984-1990) before rising again in the early 1990s. 
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labor force to human capital, productive resources, labor market informa- 
tion, and services. Relatively few LDCs specialize in these interventions. 
Typical labor market interventions in LDCs tend to raise the cost of labor in 
the modern sector, create a duality in the labor market, prevent the 
relocation of labor that is warranted by structural adjustment, and reduce 
the overall labor intensity of growth. These labor market policies reduce the 
efficiency of resource use and exacerbate macroeconomic imbalance. They 
also constitute an obstacle to structural reforms that are necessary for the 
adjustment of imbalance. 

The initial conditions of an economy strongly influence the effect that 
adjustment has on the growth of its output and employment. In a large 
majority of LDCs the initial structure of incentives and institutions simulta- 
neously produce inefficiency and employment hostility. As structural reforms 
remove inappropriate policies and institutions, the result is a convergence of 
productive efficiency and employment expansion. 

Given the initial structure of the economy, the effect of adjustment 
on growth and employment depends on the specific instruments of stabiliza- 
tion and structural reform chosen. In the total adjustment package the 
weight of stabilization measures should be limited as far as possible given 
the need to reduce macroeconomic imbalance at an acceptable rate. This is 
feasible only if external resources are available to permit a gradual process 
of adjustment. Components of stabilization should be carefully chosen to 
reduce their impact on employment as far as possible. In deciding the 
sequencing of structural reform measures, priority should be assigned to the 
reform of those distortions that impede productive efficiency most. Accumu- 
lated experience suggests that in most cases these measures combine 
efficiency with employment expansion. Should this not be the case, the 
reform of distortions causing the greatest inefficiency in resource use should 
receive priority. Adjustment programs should include compensatory 
measures for the expansion of employment to offset the lack of employment 
friendliness of the efficiency measures. The degree of employment friendli- 
ness of specific structural reform measures differs from one country 
environment to another. A selection of instruments cannot be made on a 
priori basis. This must be based on a careful analysis of the effect of each 
policy instrument in the context of the given country. 

By juxtaposing the experience of a group of East and Southeast 
Asian countries against the experience of a group of South Asian countries, 
one can learn valuable lessons about the relationship between adjustment 
policies and employment. The ESEA group, especially the most advanced 
ones, was characterized by relatively few of the inappropriate labor market 
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interventions that are common in LDCs. These economies also had a 
relatively efficient domestic system of resource use. The macroeconomic 
im»alances that hit these countries in the early 1980s were primarily due to 
external shocks. Domestic policies, including the labor market policies, were 
not significant contributors to the imbalance. The adjustment process in 
these countries was facilitated by the flexible working of the labor market. 
Adjustment in these countries succeeded in quickly restoring growth that 
was employment-friendly. These countries found broad complementarity 
between efficiency and employment expansion by being able to limit the 
magnitude of stabilization (except in Korea where the relative efficiency of 
the initial economic structure required the focus of adjustment to be 
principally on stabilization) and to incorporate numerous instruments of 
structural reform that simultaneously promoted efficiency, employment and 
equity. 

The South Asian economies were characterized by inappropriate 
labor market interventions of substantial proportions and widespread 
inefficiencies in the use of resources. In these countries macroeconomic 
imbalance was as much the outcome of these domestic inefficiencies as of 
external circumstances. The process of adjustment was hampered by the 
rigid labor market institutions and the resistance to the removal of struc- 
tural distortions. So far the adjustment process in these countries has not 
succeeded in combining a critical minimum program to signal a decisive 
break with the modest growth in output and employment that obtained in 
the past. 
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Abstract. The purpose of this article is to gain deeper insights into the development process 
led by international technology transfer and its implications for employment generation by 
reviewing case studies. It is argued that conventional rice research has fallen in the region of 
diminishing returns and, hence, greater research resources should be allocated to nonrice 
research and research based on new scientific principles. It is also argued that while the 
improved seed technology is conducive to employment generation, its impact is likely to be 
rather limited, which means that the development of the nonfarm sector is indispensable to 
achieve growth with equity. In the case of low-income economies, the paper finds that the 
chosce of labor-using industrial technology is critical for successful development. To achieve 
appropriate technology choice, it will be imperative to create and maintain competitive 
ma-ket environments. 





ecent studies in development economics highlight the importance of 

technology catch-up with developed countries in the development 

process of less developed countries (LDCs). This point has been long 
recognized since the seminal work of Gerschenkron (1962). It is also reported 
that Japan's success of economic development has depended heavily on tech- 
nology borrowing from abroad, and its subsequent assimilation and adapta- 
tian to domestic conditions (see, for example, Ohkawa and Rosovsky 1968). 
Essentially the same process of technology transfer seems to have played a 
major role in the "miraculous" development of other East Asian countries 
(World Bank 1993). 
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The central issue in development economics is to identify the key 
factors governing the success and failure of technology transfer to LDCs. In- 
depth micro-level case studies as well as careful macro-level intercountry 
analyses are required to shed light on this question. While it is beyond the 
scope of this study to address such a broad issue, we must recognize that the 
success and failure of technology transfer has a significant implication not 
only for economic development but also for employment generation. As 
White (1978) cogently argues, labor-intensive and less knowledge-intensive 
technology is appropriate for LDCs where unskilled labor is abundant 
relative to capital and skilled labor. If this is indeed the case, appropriate 
technology transfer will make a significant contribution to both employment 
creation and development, which will help realize growth with equity. It is 
important to recognize, however, that the choice of appropriate technology is 
not simply a choice from a "shelf" of techniques: It involves a whole series of 
conscious efforts for adaptation because the technology is circumstance- 
specific, hence, adaptation is a necessary component of technology transfer 
from developed countries to LDCs (Evenson and Westphal 1995). 

International technology transfer is critically important not only in 
industries but also in agriculture. Since agricultural technology, such as 
improved seed varieties, is highly specific to physical environments, its trans- 
fer from one location to another with different climatic and other natural 
conditions requires adaptive research. A good example is development and 
diffusion of high-yielding, modern rice varieties (MVs) in tropical Asia which 
led to the Green Revolution in the 1970s and 1980s. Its thrust was to develop 
short and stiff plant types, which efficiently absorb nutrients to increase 
grain yields based essentially on scientific methods established in Japan. 
Improved methods of developing new varieties were transmitted initially 
from Northeast to Southeast Asia, and later from Southeast to South Asia 
(Hayami and Otsuka 1994). Such international technology transfer was 
facilitated by investments in complementary inputs, i.e., irrigation, drainage, 
and flood control needed for efficient exploitation of new varieties. 

While consensus exists as to the positive impact of the Green 
Revolution on agricultural production and development, its impact on labor 
demand has been debated: although the direct effect of MV adoption on labor 
demand was positive as it promoted intensified cultural’ practices, the 
adoption of MVs was often followed by the adoption of labor-saving 
technologies, such as tractors and direct seeding. Therefore, to the extent 
that the MV adoption induced the adoption of labor-saving technologies, the 
net effect of MV adoption on labor demand was likely small, or even 
negative. Given the large share of labor force engaged in agriculture in 
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LDCs, the assessment of labor absorption capacity of technologically 
progressive agriculture is critically important. 

The purpose of this article is to gain deeper insights into the develop- 
ment process led by international technology transfer and its implications for 
employment generation by examining specific examples of technology transfer 
within the Asian context. However, the empirical study which attempts to 
trace the process of technology transfer in Asia is extremely scanty. Therefore, 
our knowledge on the dynamic process of technology transfer is far from ade- 
quate to derive definitive policy implications. The ultimate goal of this article 
is to stimulate further research in this area. 

The organization of this paper is as follows. The second section presents 
a conceptual framework, which integrates the role of technology transfer and 
its impact on labor demand and intersectoral labor migration. The third section 
reviews the experience of the Green Revolution and discusses the technology 
strategy beyond the era of the Green Revolution. The fourth section is devoted 
to the exploration into the significance of technology choice in the development 
prccess based on case studies pertaining to Japan, India, and People's Republic 
of China (PRC). The final section summarizes policy implications. 


Conceptual Framework 


Population growth in Asia is still very high, even though it has been 
declining over time. As Table 1 shows, the average annual rate of population 
growth during the 1980s generally exceeded 2 percent, particularly among 
low-income countries. Therefore, labor force will continue to grow in the 
foreseeable future in many countries. While the share of agriculture in GDP 
is relatively small except in very low-income countries, the importance of 
agriculture in terms of labor employment continues to be exceedingly high in 
most countries. The average income of the rural population is low, who also 
often suffer from severe poverty (Quibria 1993). 

Since the demand for agricultural products generally grows slower 
than national income, the demand for labor tends to grow less rapidly in the 
agricultural sector than in nonagricultural sectors. In order to absorb the 
growing labor force and to provide better employment opportunities for low- 
paying agricultural workers, it is critically important to increase the labor 
demand in nonagricultural sectors. It is unrealistic to assume, however, that 
ncnagricultural sectors (industrial sectors as well as service sectors) alone 
can create adequate jobs for an increasing labor force and a number of low- 
income rural workers. It is equally important to increase labor employment 
opportunities in agriculture. 
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Table 1: GDP Per Capita, Population Growth, and the 
Importance of Agriculture in Asian Countries 





GDP Annual Population Share of Agriculture 
Per Capita Growth Rate GDP Labor Force 








(1990) (1980-1990) (1990) (1990) 

US$ % % % 
Singapore 12,310 2.2 0 1 
Hong Kong 11,540 14 0 1 
Taipei,China 8,000 1.5 4 13 
Korea, Republic of 5,400 1.1 8 25 
Malaysia 2,320 2.6 19 32 
Thailand 1,420 1.8 14 64 
Philippines 760 2.4 23 47 
Indonesia 550 1.8 20 49 
Sri Lanka 470 1.4 21 52 
Pakistan 389 3.1 26 50 
China, People's Rep. of 370 1.4 27 68 
India 350 2.1 32 67 
Vietnam, Socialist Rep. of 200 2.1 47 61 
Bangladesh 200 2.3 38 69 
Myanmar 200 2.1 49 47 
Laos, People's Dem. Rep. of 170 2.7 61 72 
Nepal 170 2.6 62 92 


A Model of a Technology-led Development Process 

This author's view of the catching-up process of economic 
development is schematically shown in a simplified format in Figure 1. The 
key impetus for the development in LDCs comes from industrial technology 
transfer from advanced countries (technology flow A) Whether it is 
successful or not depends on policy environments (e.g., industrial policies 
and macroeconomic stability) and the stock of human capital, which is 
capable of assimilating advanced foreign technologies. If successful, the 
industrial sectors, as well as urban areas where industries are located, will 
grow, which will increase labor demand and hence urban wages, thereby 
benefiting urban workers. The benefit of industrial development can be 
shared by the population at large in the longer run, if labor migration occurs 
from rural to urban areas. Rural industrialization may also occur if adequate 
marketing services and information are provided to rural areas, typically by 
merchants as exemplified by the experience of Japan; Republic of Korea; and 
Taipei,China.* 





1. See Levy (1990) for the contrasting role of Japanese trading companies in the industrial 
development in Taipei,China and Korea. 
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A major technological breakthrough in Asian agriculture was the 
development and diffusion of MVs, which is widely heralded as the Green 
Revolution. It is important to distinguish between favorable agricultural 
areas, where the Green Revolution took place, and unfavorable areas, where 
no major new technology was made available in the past. The MV adoption 
increased labor demand in favorable areas, particularly the demand for 
hired labor. Subsequently, interregional migration took place from unfavor- 
able to favorable rice growing areas (migration flow 3) in many areas of Asia 
(Devid and Otsuka 1994). Essentially for the same reason, migration from 
rural to urban areas took place primarily from unfavorable areas (flow 2), not 
from favorable areas (flow 1). For instance, this has been the case in 
Thailand, where sizable migration, both permanent and seasonal, has taken 
place from the unfavorable northeast region to Bangkok, where labor demand 
has been growing rapidly. 


Figure 1: Schematic View of Technological Change, Regional Development, 
and Labor Migration in Less Developed Countries 


Urban Areas and (A) 
Industrial Centers 


Foreign Technology 


Industrial Policies, 
Human Capital, etc. 





(B) I 
P — — ——— —— 
Favorable Green Revolution Technology 
Agricultural Areas PARE DEE ORENSE Biotechnolozyý 
(C) 
Unfavorable PEE PEE SE RE E Livestock and Horticultural 
Agricultural Areas (D) Technology 





Mountains and 
Forests S a aca eo Agroforestry Technology 
(E) 


(1) ~ (4): Migration flows 
(A) ~ (E): Technology flows 


110 Asian Development Review 


There are some countries where major industrialization did not 
occur, such as the Philippines. In such cases, while migration from 
unfavorable to favorable areas took place (flow 3), the stagnant labor 
demand in urban areas led to migration from unfavorable areas to 
mountains and forests (flow 4) to open up new areas for cultivation. This 
author's observation is that forests have been seriously denuded by migrants 
who failed to find employment opportunities elsewhere. 

In order to maintain forest environments, job creation in industrial 
sectors is essential. Jt may not be enough, however, in view of the fact that 
majority of people in the rural labor force are not well educated and, hence, 
often. unqualified for urban jobs. It is therefore indispensable to sustain technol- 
ogy development in agriculture so as to expand rural employment opportuni- 
ties. The development of new technologies for livestock and horticultural 
products, for which demand is growing rapidly and the stock of transferable 
foreign technology exists, will have a high pay-off. Other technology badly 
needed in many countries is agroforestry technology, which usually combines 
tree growing with crop production. Many mountainous areas which were 
formerly covered by forests are now occupied by migrants cultivating food 
crops. Trees have been cut down, which have resulted in serious soil erosion 
and flooding. While the long-term solution is to let them migrate to other 
areas where job opportunities exist, the short-term solution is to let them 
grow tree crops by providing improved agroforestry technology, such as 
planting of nitrogen-fixing multipurpose trees and improved fruit and 
commercial trees. Such technology will be conducive to the creation of forest 
environments as well as employment creation, as tree cultivation is 
generally labor-intensive. 

In short, the creation of employment opportunities for an ever- 
growing labor force in predominantly agrarian economies requires a broadly 
based development strategy. 


A Model of Technology Choice 


The renewed interest in international technology transfer arose from 
the increased availability of aggregate statistical data covering a large 
number of countries sufficient to test the validity of the technology catch-up 
hypothesis (Edwards 1993, Przeworski and Limongi 1993, Freebairn 1994). 
It is argued that if technology catch-up is a critical factor affecting the 
growth rate of the economy, it can be expected that the lower the initial level 
of technology in a country, the higher the subsequent growth rate. Such 
convergence of technology levels across countries, however, has occurred 


~ 
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among developed countries and successfully developing LDCs, but not among 
the majority of LDCs which have failed to take off. Thus, the fundamental 
issue is to identify factors affecting the success and failure of technology 
transfer. 

Modern technologies in developed countries are capital-intensive and 
skilintensive, whereas LDCs are characterized by the abundance of unskilled 
labor. What type of foreign technology is appropriate for low-income LDCs, 
advanced modern technology or obsolete labor-intensive technology developed 
and used earlier in developed countries? From the point of view of employ- 
ment creation, the choice of labor-intensive technology is desirable. But does 
the choice of labor-intensive technology sacrifice economic efficiency? 
Similarly, should the development of labor-intensive industries be promoted 
more than capital-intensive industries in the early phase of economic 
development? These are the critical questions to be answered in order to 
design the effective development strategy based on technology catch-up. 

Figure 2 portrays the options of technology choice in terms of unit 
isoquant curves associated with different technologies (labeled A, B, and C). 
Technology B is superior to technology À, because lesser amounts of both 
lakor and capital inputs are required to produce the same amount of output. 
Whether capital-intensive technology B is more appropriate than or economi- 
cally superior to labor-intensive technology C depends critically on whether 
factor price of capital is sufficiently high relative to wage. In economies where 
wages are sufficiently low, technology C is more appropriate.” 

Typically, advanced industrial technologies developed in the developed 
countries are capital-intensive, like technology B. The use of such technologies 
mey be costly in LDCs. Labor-intensive technology, like technology C, however, 
may not be available. The question then is whether LDCs should simply 
introduce modern technology B or try to develop its own technology like 
technology C, based on ideas embodied in technology B or even older technol- 
ogy A. Ubiquitous examples are the use of labor-intensive methods in periph- 
eral activities, while using modern equipment in the central operations.? 


2. Suppose that technology B requires 10 units of capital and 5 units of labor, whereas 
technology C requires 5 units of capital and 10 units of labor. Then technology C is economically 
superior to technology B, if the cost of one unit of labor is lower than the cost of one unit of capital. If 
labor cost is high, however, even technology A could be more appropriate than technology C. 

3. Note that for simplicity, Figure 2 abstracts from the complexity arising from the difference in 
skiland knowledge intensity between the advanced technology appropriate for developing countries 
and technology appropriate for LDCs. Usually, the advanced technology is intensive in the use of 
skiled labor and engineering knowledge, both of which are scarce in LDCs. That is why, in practice, 
investments are required for adaptation of transferred technologies so as to make them consistent with 
faczor endowments and factor prices in LDCs (Evenson and Westphal 1994). 
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Figure 2: Technology Choice: Unit-Isoquants with Technology A, B, and C 


K/Q 
(capital 
requirements) 


10 
or 





T/Q 
(land 
requirements) 5 


l 
l 
1 
i 
I 
I 
5 


10 


L/Q (land requirements) 


The issue of appropriate technology choice is empirical. This study 
hopes to identify what types of technology were adopted in the successful 
development of the industries in Japan in the past and in contemporary East 
Asian countries. The hypothesis is that labor-intensive technology is gener- 
ally appropriate at the early stage of industrial development. 

Figure 2 can be also used for the analysis of technology transfer in 
agriculture, if we redefine the vertical axis to measure the land requirement 
. or to assume that capital-using technology (e.g., mechanical technology) is 
also land-using. In Asia, land has become increasingly scarce relative to labor 
due to population pressure on limited cultivable areas. An interesting ques- 
tion is whether the Green Revolution technology is more labor-using and 
land-saving than traditional technology. To the extent that the answer is 
affirmative, the Green Revolution type technology may be further promoted 
to raise employment opportunities in rural areas. 

The process of technology transfer, discussed above and indicated by 
technology flows (A) and (B) in Figure 1, is inherently dynamic. Yet there are 
a relatively small number of empirical studies which trace out such dynamic 
process at the micro level. 
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Technology Choice and Employment in Agriculture 


The Green Revolution in Asian rice farming refers to the 
development and diffusion of semidwarf, fertilizer-responsive, photoperiod 
insensitive, high-yielding varieties (HYVs) originally bred by the 
International Rice Research Institute (IRRI) in the mid-1960s. These 
varieties used to be called HYVs, but because they are not high-yielding in 
untavorable production environments, they are currently called modern 
varieties (MVs). Starting with the advent of semidwarf varieties suitable for 
the tropical environments, the subsequent process of the Green Revolution 
has been evolutionary, involving the continuous improvement of various 
traits of varieties, such as pest and disease resistance (Jatileksono and 


. Otsuka 1993; Otsuka, Gascon, and Asano 1994a). Also significant have been 
the adaptive research efforts by national research institutions to develop 


varieties suitable for diverse production environments through crossing 
between IRRI cultivars and local varieties. Such adaptive research made it 
possible to transfer the modern rice technology from the Philippines, where 
IRRI is located, to other Southeast Asian countries, and also to vastly 
different and generally less favorable production environments of South 
Asia. 

In this section we would like to raise several questions related to the 
Green Revolution. First, to what extent did the Green Revolution contribute 
to employment creation? Second, did the Green Revolution affect employ- 
ment only in favorable areas, where MVs were actually adopted? Third, has 
the Green Revolution ended or will it continue? Fourth, what should be the 
technology development strategy in agriculture which are both efficient and 
equitable from the social point of view? 


Green Revolution and Labor Employment 


Figure 3 exhibits the trend of rice yield and adoption rate of MVs 
from 1965 to 1990 in selected Asian countries. In the Philippines and 
Indonesia, both rice yield and adoption of MVs increased appreciably. As the 
MV adoption approached the ceiling, however, the growth rates of yields 
started to decline in the late 1980s in these two countries. Rice research in 
Scutheast Asian seems to have fallen in the region of diminishing returns, as 
evidenced by the failure to develop major improved varieties in the 1980s. 

MV adoption was nil and consequently the yield has been essentially 
stagnant in Thailand. In the three South Asian countries (i.e., Bangladesh, 
India, and Nepal, the yield was stagnant in the 1970s. It is remarkable, 
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however, to observe that MV adoption continued to increase in the 1980s, 
which was accompanied by a gradual increase in rice yields. The lagged 
growth of yield with lagged diffusion of MVs in South Asia has resulted from 
the time and the research effort required to transfer environment-specific 
biological technology from Southeast to South Asia. Sooner or later, however, 
the potential of the Green Revolution-type technology will be exhausted in 
South Asia, as has already occurred in Southeast Asia. 


Figure 3: Yield Trends and MV Adoption in Rice Production 
in Selected Countries of Asia, 1965-1990 
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The major determinants of MV adoption are the availability of 
irrigation water and favorable rainfed environments free from drought and 
flooding, commonly found in islands and peninsular areas in Southeast Asia. 
As Table 2 shows, the rate of MV adoption tends to be high in countries 
where the ratio of irrigated areas is high. It is also clear that higher adoption 
of MVs is associated with larger application of fertilizer and higher rice 
yields. Although socioeconomic factors such as farm size and tenancy are 
often considered critical determinants in the adoption of new technology in 
the Green Revolution literature, there is no evidence to support such views. 
Mcre generally, tenancy, including share tenancy, is as efficient as owner- 
cultivation unless the contractual choice is distorted by land reform regula- 
tions and social customs (Hayami and Otsuka 1993, Otsuka 1993). 


“able 2: Patterns of MV Adoption, Irrigation Ratio, Fertilizer Use (NPK), 
Rice Yield, and Rice Cropping Intensity in Selected Asian Countries 





MV Irrigation NPK 





Adoption Ratio Use Yield Rice Cropping 

(%) (%) (kg/ha) (ton/ha) __ Intensity — 

1987 1986-1987 1986-1988 1986-1990 Irrigated Rainfed 
Philippines 85 58 39 2.7 2.0 11 
Indonesia 76 78 187 .. 4.2 1.8 1.2 
Thailand 24 27 20 2.1 1.8 1.1 
Bangladesh 32 19 56 2.4 - - 
India 69 . 44 77 2.4 1.6 1.0 
Nepal 36 23 28 2.2 1.1 0.7 





Sources: First four columns from IRRI (1991) and last two columns from David and Otsuka (1994). 


The adoption of MVs increased the labor requirements for crop care 
aczivities such as weeding, fertilizer application, and water control, as well as 
harvesting and threshing (Otsuka, Gascon, and Asano 1994b). But the total 
effects of MV adoption on labor use per unit of land per season seem modest. 
Far example, in the Philippines' Central Luzon area where periodic time series 
data are available, labor input per hectare increased from about 64 mandays 
in the pre-Green Revolution year of 1966 to about 80 mandays in the late 1970s. 
An increase in labor use due to MV adoption seems to be about 20 percent. It 
must be pointed out, however, that MV adoption significantly increased the use 
of hired labor supplied by the poor landless laborers and marginal farmers 
nct only in the Philippines but also in other Asian countries (David and 
Otsuka 1994). In this respect, MVs contributed to the social equity. 
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Subsequently, labor use in Central Luzon declined in the 1980s to 
the level of 1966, as the labor-saving technologies, such as tractors, 
threshers, and direct seeding, were gradually introduced. It is worth 
emphasizing, however, that there is no strong evidence to indicate that MV 
adoption caused the subsequent adoption of labor-saving technologies (David 
and Otsuka 1994; Otsuka, Gascon, and Asano 1994b). 

Greater contribution of MV adoption to employment generation came 
from its impact on cropping intensity. Since unlike traditional varieties, MVs 
are photoperiod insensitive, its adoption increased the profitability of dry- 
season cropping more than main, wet-season cropping (Otsuka, Gascon, and 
Asano 1994a). Thus, in areas where irrigation water is available during the 
dry season, rice cropping intensity increased significantly (see Table 2), 
thereby significantly increasing total labor demand throughout the year. 

Figure 4 compares labor and land requirements per ton of rice output 
during the wet season across irrigated and rainfed environments in selected 
Asian countries, and changes in the input requirements over time in Central 
Luzon where about two thirds of areas have been irrigated and adoption of 
MVs has been complete since the early 1980s. It is remarkable to observe 
that both labor and land requirements are more or less proportionally 
smaller in irrigated areas than in rainfed areas in each country, suggesting 
that favorable production environments coupled with higher adoption of 
MVs has essentially neutral effects on the combination of labor and land. 
The same tendency is observed in changes in input requirements in Central 
Luzon.^ Thus, it seems fair to conclude that the Green Revolution technology 
has significant bias neither for nor against the use of labor vis-a-vis land. 
Consistent with the theory of induced innovation (Hayami and Ruttan 1985), 
however, it has bias toward using purchased chemical inputs, such as 
fertilizer and pesticides, whose prices have been on the substantial decrease. 

Labor and land requirements are substantially different among coun- 
tries. There seem to be indications that more labor is used per unit of output 
where labor is cheap and land is scarce. Whether these intercountry differences 
in factor proportions are results of deliberate technology choice or the conse- 
quences of the differences in natural climatic factors remains to be ascertained. 


Role of Rural Migration 


Widespread concern has been expressed that concentration of adop- 
tion of MVs in favorable areas has exacerbated inequalities in the regional 


4. Of course, equiproportional reduction in input requirements implies neutral technological 
change if relative factor prices are unchanged. 
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distribution of income in Asia. This view is often advanced to support the 
view that allocating greater rice research resources to unfavorable areas will 
improve the overall distribution of income. Recent studies on income distribu- 
tion in rural Asia, however, refute this claim (David and Otsuka 1994). 

As MV adoption increased, the demand for labor, particularly for 
hired labor, in favorable areas increased, which was followed by inter- 
regional migration from the unfavorable areas. This mitigated potentially 
negative distributional impacts on the poor by equalizing regional wages.” 
Decreases in rice prices due to a larger supply of rice also helped the poor in 
general, as they spend larger shares of their income on food. 

Table 3 compares real wage rates, in terms of the quantity of paddy 
per day, in transplanting and harvesting activities between irrigated and 
rainfed environments in selected areas of Asia. It is clear that the wage rates 
are essentially similar between the two areas. This phenomenon gives a 
strong indication of the role of interregional labor market adjustments, 
through both permanent and seasonal migration. Statistical evidence for 
interregional migration has been provided for the Southern India, Indonesia, 
Nepal, and Philippines. 

The fact that labor market adjustments tend to equalize regional 
wages effectively has a significant implications for agricultural development 
strategy. Favorable areas, particularly irrigated areas, are relatively 
homogeneous, so that a single rice variety (e.g., IR36) was often diffused over 
wide areas, suggesting that the pay-off to research for these areas tends to 
be high. Moreover, it was scientifically more feasible to develop rice varieties 
suitable for favorable areas than for environmentally adverse areas. Thus, 
David and Otsuka (1994) conclude that the key to the success of the Green 
Revolution in Asia was a clear focus on technology development for favorable 
areas. If the less favorable areas for rice production, which are 
environmentally heterogeneous, had been targeted in rice research, the 
impact on the labor demand and overall rice production in Asia would have 
been very limited. Owing to interregional migration, the efficiency of 
production has been achieved without significantly sacrificing equity. 





5. The rough equalization of wage between favorable and unfavorable areas suggests the 
equalization of the return to family labor as well, so long as family labor and hired labor are close 
substitutes. Since yields per hectare widened between the two areas, the regional difference in the 
return to land must have widened given the rough equality of the return to labor. In fact, landholders 
in favorable area substantially gained, whereas marginal farmers in unfavorable areas did not gain. In 
this respect, the Green Revolution had inequitable consequences. 


mY 
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Table 3: Comparison of Real Daily Wage Rates (kg/day) 
by Production Activity and Production Environment 
in Selected Rice-Growing Areas of Asia, Wet Season in the Late 1980s 





Country (Region): 
Production Environment Transplanting Harvesting 





Philippines (Central Luzon) 


Irrigated 6.5 21.2° 

Rainfed lowland 6.8 17.6. 
Indonesia (Lampung) 

Irrigated 9.8 15.8" 

Rainfed lowland 9.3 18.6" 
Thailand (Central Plain) 

Trrigated 17.5 23.3° 

Rainfed lowland 15.9 24.1" 
India (Tamil Nadu) 

Canal irrigated 4.8 5.8 

Rainfed-cum-tank irrigated 5.3 8.4 
Nepal (Central Tarai) 

Irrigated 4.7 4.4 

Rainfed lowland 4.9 4.9 





‘Estimated wage earnings per day under output-sharing arrangements. 
Source: David and Otsuka (1994). 


Technology Strategy beyond the Green Revolution 


Owing largely to the success of the Green Revolution, real grain 
prices have been declining in world markets. Major responses by farmers in 
Asia to declining rice prices seem to have prompted the shift from rice to 
other crops, particularly in unfavorable areas. Such crop diversification is a 
desirable development in rapidly growing areas of Asia, where the demand 
for nonrice crops such as vegetables and feeds are increasing. Furthermore, 
the shift to nonrice crops in unfavorable areas for rice production, which are 
mostly poor areas, represents an important mechanism to mitigate regional 
income inequality potentially created by the differential adoption of MV 
technology across production environments. 

Another response to declining rice prices coupled with stagnant 
technology seems to have been migration to mountainous areas to open up 
new cultivation areas. This seems to have been the case particularly in areas 
where employment opportunities have been limited. The result is deforesta- 
tion, which threatens the sustainable development of agriculture by causing 
soil erosion and flooding. 
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There are basically two technology development strategies in 
assisting agricultural development in Asia beyond the era of the Green 
Revolution. The first is to invest in research in profitable nonrice crops, 
including livestock, horticultural crops, and agroforestry. Scientific 
possibilities for developing these new technologies will generally be high, 
because research in these crops has been neglected in Asia. The potential of 
international technology transfer seems substantial. There is also a lot of 
room for the private sector to play critical roles in transferring those 
technologies where the private sector can appropriate returns to research 
investment, such as hybrid maize (Echeverria 1991, Pray and Echeverria 
1991). Further, intensification of research on agroforestry technology will be 
socially justifiable in view of its twin impacts on the prevention of 
environmental degradation and on the provision of livelihood for poor 
farmers residing in harsh, unfavorable production environments. 

Unlike rice, nonrice crops are diverse. Moreover, unlike irrigated 
paddy areas which are relatively homogeneous, unfavorable agricultural 
environments are heterogeneous, in that a variety of production constraints 
exist: insufficient rainfall, drought, poor drainage, and salinity, to name a 
few. Thus, research outputs for nonrice crops are location-specific and, 
hence, often local. public goods. These considerations indicate that the 
economic returns to research for nonrice crop research may not be high, 
unless efficient decentralization of research systems are established. 

There is a good reason to believe that rice does not have comparative 
advantage over nonrice and tree crops in harsh, drought-prone agricultural 
environments. Moreover, despite persistent efforts by IRRI to develop improved 
varieties for unfavorable environments, no remarkable success has been 
achieved to date. This seems to indicate that the strategy to develop a 
modern rice technology for unfavorable environments is inappropriate. 

Another major strategy to maintain forest environments and 
facilitate crop diversification in Asia is to sustain rice research for favorable 
areas. Because of the homogeneity of such areas, permitting widespread 
replication, economic returns to research for favorable areas will remain to 
be acceptable even if only minor productivity gains per unit of area can be 
achieved. Furthermore, unless rice production in favorable areas continues 
to increase, rice prices will eventually go up, which will decrease incentives 
to shift to nonrice crops in unfavorable areas (Hayami and Otsuka 1994). It 
is also important to recognize that increases in rice prices will adversely 
affect the welfare of the poor at large. Therefore, continued efforts to 
increase rice supply in favorable areas are indispensable for efficient growth 
with equity, even though opportunities for scientific success in the 
development of new technologies for favorable areas are increasingly limited 


Technology Choice, Employment, and Development 121 


under conventional scientific approaches. Application of biotechnology for 
the development of insect-resistant and disease-resistant varieties should be 
serously advanced, anticipating long gestation periods of new lines of 
agricultural research and possible food shortages in the future. Yet judging 
from the experience of the Green Revolution, the ability to absorb labor in 
agricultural sector by means of improved technology is rather limited. To 
achieve greater efficiency with equity in the economy, the development of 
nonagricultural sectors with the choice of labor-intensive technology seems 
necessary. 


Technology Choice and Employment in Industry 


In this section, we will review some of the case studies on technology 
chcice, ranging from the comparison between Japanese and Indian cotton 
textile industries in the 19th century to the comparison between Japanese 
and PRC industries in the postwar period. Our basic premise is that the 
process of technology transfer is inherently dynamic. Therefore, we will focus 
on the changing process of technology choice. The case of PRC since 1978 
when economic reform was initiated is of particular relevance for the purpose 
of evaluating the policy impacts on technology choice and industrial develop- 
ment. The gradual process of liberalization from a centralized economic 
system toward a market-based economy and the coexistence of heavily regu- 
lated state enterprises and profit-oriented township village enterprises provide 
rare opportunities to examine the significance of policy environments in shaping 
the appropriate choice of technology and the course of industrial development. 


Catton Textile Industry in Prewar Japan and India 


Shortly after the Meiji Restoration in 1867, Japan launched a 
program to strengthen the nation through industrial development. Most 
remarkable was the development of the cotton textile industry. Initially, the 
government built cotton mills for the sake of import substitution, but those 
mills ran deficits and imported cotton yarn flooded into the domestic market 
particularly from India, which was then a leáder of cotton textile industry in 
Asia. Private enterprises were founded in 1885 onward and, within 15 years 
by the turn of the century, Japan had outperformed India in terms of exports 
of zotton yarn to the Asian markets. 

Table 4 demonstrates the sharp difference in development patterns 
of the cotton spinning industries between India and Japan. Both yarn 
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production and exports were stagnant in India in the late 1890s, whereas 
production in Japan grew at the annual average rate of more than 30 
percent from 1886 to 1900, and exports increased from zero to the level 
surpassing that of India for the same period. Both the number of workers 
and the number of installed spindles also increased much more rapidly in 
Japan than India. 


Table 4: Comparison of Technology Choice and Development 
in Indian and Japanese Cotton Textile Industries in the Late 19th Century 





No.of No.of Ratio of Ring 
Production Exports Workers Spindles Spindles 





(million tons) (million tons) ('000) ('000) (%) 

India 
1894 169 72 98.7 3,641 22 
1900 160 54 126.4 4,946 34 
Annual growth rate -0.9 -4.8 4.2 5.2 f 

Japan 
1886 2 0 1.8 81 7 
1900 116 62 60.4 1,861 92 
Annual growth rate 32.5 e 28.7 22.3 s 


Source: Otsuka, Ranis, and Saxonhouse (1988). 


Otsuka, Ranis, and Saxonhouse (1988) demonstrate that the major 
factor affecting such contrasting performance between the two countries was 
the difference in technology choice. The dominant spinning device used 
before 1880 in both countries was mule spindles. Mule machinery had an 
advantage over ring machinery, which was a known alternative to the mule 
technology, in that it could use cheap, low-quality, short staple raw cotton 
produced domestically in Asian countries. The ring machine required less 
skilled labor and could be operated at higher speed, but required long cotton 
staple. Although Indian cotton had longer staple than Japanese and PRC's 
cotton, it was thought that the average length was not long enough to 
operate the ring. The capital costs per spindle were almost identical between 
the two types of machines. 

The ratio of ring spindles increased from 22 percent in 1894 to 34 
percent in 1900 in India, and from 7 percent in 1886 to 92 percent in 1900 in 
Japan (Table 4). The ring ratio did not exceed 90 percent in India until the 
1940s. The rapid shift from the ring to the mule in Japan was made possible 
by the development of a cotton mixing technique, which avoided a substan- 
tial increase in staple length when switching from mule to ring. In fact, 
Japan used cotton imported from India as raw materials for the ring frame. 


-"-— — 
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The proper mixing requires large labor efforts to sort out, arrange, and mix 
cotton staples so as to produce relatively coarse yarn from short-staple cotton 
mixed with somewhat longer-staple cotton. This unique innovation represents 
a typical example of technology change peripheral to the core process. 

While cotton mixing is technologically a minor innovation, its effect 
on production efficiency was enormous. Figure 5 compares the technology 
chaice between Japan and India during the last decades of the 19th century, 
using the unit isoquant diagram. There was no remarkable change in 
production efficiency and factor proportions in India. Production patterns in 
Japan in the late 1880s were similar to those in India, because both 
countries relied on the mule technology at that time. But then the 
prcduction points chosen in Japan moved to the labor-using direction and 
further toward the origin. In 1900, Japan used only about one half of capital 
used in India and the same number of workers to produce the same quantity 
of output. There is therefore no wonder that Japan surpassed India in the 
As:an cotton yarn market. 


Figure 5: Technology Choice in the Indian and Japanese Cotton 
Spinning Industries in the Late 19th Century 
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Otsuka et al. (1988) confirm from cross-section data that the shift 
from the mule to the ring was associated with the adoption of the cotton 
mixing technique and that such a shift significantly reduced capital-labor 
ratio and increased total factor productivity. This historical example clearly 
illustrates the importance of appropriate technology choice and adaptation in 
the process of industrial development. To use Figure 2, new technology C 
(ring with cotton mixing) was created by Japanese industry based on 
prototype technology B (ring without cotton mixing). 


Industrialization in Contemporary PRC 


Since the inception of gradual economic reform in 1978, the economy of 
the PRC has grown rapidly. The average annual growth rate of gross national 
product (GNP) from 1978 to 1992 amounted to about 9 percent; the manu- 
facturing sector grew at the rate of roughly 11 percent. Due to the introduction 
of profit motives and the expansion of market transactions, the production 
efficiency of state enterprises has greatly improved. Yet the leading sector of 
the PRC's economy was not the state sector, which is still subject to a variety 
of government regulations, but the rural industrial sector (Chen, Jefferson, and 
Singh 1992), which consists of the so-called township village enterprises (TVEs). 
TVEs are financially independent with hard budget constraints and in 
principle free to discharge their employees, unlike state enterprises. 

According to Naughton (1992), PRC's industrial structure was 
dominated by the monopolistic state enterprises protected by the 
government policy. Once the entry barriers were removed by economic 
reform, TVEs rapidly entered into markets to share monopoly profits. As a 
result, excess profits have been eroded and market structures have become 
more competitive. Murakami, Liu, and Otsuka (1994) characterize TVEs as 
profit-seeking organizations based on the comparison of management and 
production efficiency between foreign joint ventures and TVEs in garment 
industry. Weitzman and Xu (1994) also argue that TVEs may rationally seek 
profits based on the cultural tradition of cooperation among workers and 
managers, even though the ownership structure of enterprises are more 
similar to public enterprises or cooperatives than private enterprises. 

The growth of the TVE sector has been extremely fast; the average 
annual growth rate of real output has been as high as almost 20 percent 
from 1978 to 1992 (Table 5). The state sector grew at the rate of 6.1 percent, 
which is not low by ordinary standards but far lower than the growth rate of 
the TVE sector. As a result, the share of TVEs in the manufacturing sector 
exceeded 30 percent in the early 1990s. In terms of employment creation, the 
performance of TVEs also outweighed that of state enterprises. 
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Table 5: Recent Development of State and Rural Sectors in PRC 














State Sector Rural Sector? 
Real Value Real Capital No. of Real Value No. of 
Added Stock Employees of Production Employees 
(billion) (billion) (million) (billion) (billion) 

1978 115.4 300.2 81.4 49.3 28.3 
1992 265.4 546.2 44.9 602.2 51.5 
Annual growth 

rate (%) 6.1 4.4 2.6 19.6 44 





®Township and village enterprises excluding private enterprises. 
Source: Otsuka, Liu, and Murakami (1995). 


As in other socialist economies, PRC's industrial policy traditionally 
emphasized capital-intensive heavy industrialization, particularly development 
of iron and steel and machine tool industries (Perkins 1988). In addition, 
capital-intensive production methods were often employed by state enter- 
prises without due regard to economic profitability. Given the large endow- 
ment of cheap labor in PRC, heavy industries could hardly possess 
comparative advantages and the capital-intensive production methods could 
be hardly appropriate. This implies that huge misallocation of resources 
existed in PRC, particularly before the commencement of economic reform. If 
TVEs are more rational than state enterprises, it should be reasonable to 
postulate that they have successfully entered into labor-intensive industrial 
sectors and employed more labor-intensive methods of production than state 
enterprises. 

Figure 6 compares capital-labor ratio and production share of TVEs 
in 39 industrial groups in 1992, based on the Chinese Statistical Yearbook 
(1993) and the Chinese Statistical Yearbook of Industrial Economy (1993). It 
seems clear that there is a broad negative correlation between the two; the 
correlation coefficient of 0.70 is statistically significant. Similar negative 
carrelations are also observed for earlier years. Otsuka, Liu, and Murakami 
(1995) confirm through regression analysis that the share of TVEs is larger 
in industries in which capital-labor ratio and R&D intensity are lower. These 
results support the hypothesis that TVEs have entered into labor-intensive 
industries for which PRC has comparative advantage, and which had not 
been exploited by the state sector. In fact, TVEs have significantly contrib- 
uted to export growth of labor-intensive products from PRC, such as textiles 
and garments. 
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ness 6: Capital-Labor Ratio and Production Share of TVE Sector 
: by Industrial Group in the PRC, 1992 
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By undertaking their own survey of 111 garment enterprises in 
Shanghai, Beijing, and Guangzhou, Murakami, Liu, and Otsuka (1994) 
compare production efficiency of different types of enterprises, including state 
enterprises, urban collectives, TVEs, and joint ventures between domestic 
and foreign enterprises mostly from Hong Kong. TVEs are further classified 
into "ordinary" independent enterprises and "cooperative" enterprises. The 
latter is a "joint venture" between state enterprises or urban collectives and 
TVEs, in which managers and engineers are sent from "parent" companies 
and profits are shared in accordance with their share of fixed investment. 
Murakami et al. argué that cooperative TVEs are designed to combine a free 
management environment facing TVEs, and potential management ability 
and technology know-how possessed by the traditional socialist enterprises. 

` In terms of number of employees, state enterprises are largest in this 
industry but cooperative TVEs are also relatively large (Table 6), Labor 
requirement per value added is smallest in joint ventures, as these use 
advanced, relatively capital-intensive methods to produce high-quality prod- 
ucts for exports. Capital requirements are small in TVEs in general and 
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cocperative TVEs in particular. In terms of capital-labor ratio, both types of 
TVEs use equally the most labor-intensive method. The remarkable result is 
that the total factor productivity of cooperative TVEs is twice as large as that 
of state enterprises and as large as that of joint ventures, which are free 
from government regulations and have better access to advanced foreign 
technology and financial markets. These observations indicate that by choos- 
ing the labor-intensive technology, cooperative TVEs have achieved produc- 
tion efficiency substantially higher than that achieved by the state as well as 
urban collectives." In PRC as well, the choice of appropriate technology seems 
to play a major role in the recent development of light industries. 


Table 6: Technology Choice in Garment Industry 
in the PRC by Type of Enterprise, 1990 





No. of Labor Capital 
Type of Sample No.of Requirement Requirement TFP 
Enterprise Enterprises Employees Indexa Index? Index: 
State 14 750 100 100 100 
Urban Collectives 33 300 129 78 116 
Independent TVEs 30 364 120 58 141 
Cooperative TVEs 19 587 91 44 192 
Joint Ventures 15 394 68 62 204 





9frdex of the ratio of the number of employees to value added with state enterprises = 100. 
btr.dex of the ratio of gross value of capital to value added. 

°Total factor productivity index. 

Soarce: Otsuka, Liu, and Murakami (1995). 


While TVEs have actively entered into light industries, there are 
some TVEs which have entered into heavy industries still dominated by the 
state sector. One example is the machine tool industry. Since the production 
of machine tools requires precision, experienced skilled workers as well as 
expensive capital equipment need to be employed. Furthermore, like the 
production of other machinery, a large number of parts are needed. Many 
state enterprises used to produce almost all kinds of parts within huge 
factories because market transactions of parts were suppressed. Under such 
sizuations, the entry of TVEs was not possible. Recently, however, many 
small TVEs have entered into the part-supplying industries, like cast metal 





6. Note that we do not assert a causal relation from the choice of labor-intensive technology with 
th» achievement of high production efficiency. 
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and gears, for sale to state enterprises. Taking advantage of new market 
transactions, a few TVEs have entered into the machine tool industry while 
purchasing used machinery from state enterprises, recruiting retired employees 
from state enterprises, and making cooperative relations with those enterprises. 

Otsuka, Liu, and Murakami (1995) conducted a survey of enterprises 
in the machine tool industry which were located in diverse areas in PRC. 
Five TVEs were sampled in Shanghai. For the sake of tabulation, state enter- 
prises are classified into three size classes: large, medium, and small 
(Table 7). It was confirmed that the smaller the enterprise, the larger the 
dependence on purchased inputs. TVEs were very small and the reliance on 
purchased inputs were largest. Otsuka et al. argue that while large 
enterprises have advantage over small enterprises when market 
transactions of parts are suppressed, small enterprises have advantage over 
large enterprises when market transactions are liberalized. This is because 
small enterprises can realize the efficiency gain arising from the division of 
labor among enterprises specializing in the production of different products. 
Indeed, the market transaciions lessen the need for internal coordination of 
a large number of production processes, which also tends to reduce the 
installation of rarely used capital equipment. 


Table 7: Technology Choice in Machine Tool Industry 
in the PRC by Size and Type of Enterprise, 1991 














Size Class No. of Labor Capital 
and Type of Sample No. of Requirement Requirement TFP 
Enterprise Enterprises Employees Index Index> Index: 
Large State 5 6,111 100 100 100 
Medium State 13 920 100 74 113 
Small State 15 395 98 53 133 
TVEs 5 253 111 48 134 





®Index of the ratio of the number of employees to value added with state enterprises = 100. 
bindex of the ratio of gross value of capital to value added. 

“Total factor productivity index. 

Source: Otsuka, Liu, and Murakami (1995). 


1 


As Table 7 demonstrates, large state enterprises are quite large, 
employing on the average more than 6,000 workers. In contrast, the average 
number of employees in machine tool enterprises are 70 and 30 in 
Taipei,China and Republic of Korea, respectively. These differences 
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undoubtedly reflect the difference in the extent of production specialization 
between PRC and these East Asian countries. 

While labor requirements per unit of value added are no different 
among the different classes of enterprises, capital requirements are 
definitely smaller in smaller enterprises. As a consequence, total factor 
productivity is higher in small state enterprises and TVEs than large state 
enterprises by 33 percent. Considering the fact that TVEs started operation 
in the late 1980s, their achievement is remarkable. One of the reasons for 
the success of TVEs in this industry seems to be the choice of labor-intensive 
technology. 


Iron and Steel Industry in Postwar Japan and PRC 


There is no denying that Japan's success in industrial development 
has provided a model of East Asian development to other countries. The core 
of Japan's development strategy has been dependence on the adaptation of 
foreign technology (Goto and Wakasugi 1988). The choice of technology has 
been always selective in the sense that not necessarily the most advanced 
technology but the "most" appropriate technology seems to have been sought. 
Fo- example, the iron and steel industry in Japan introduced foreign tech- 
nologies which did not require massive investments during the 1950s and 
1960s, and started to introduce capital-intensive, modern equipment only in 
the 1970s when wage rates increased to the level of advanced countries 
(Otsuka, Liu, and Murakami 1995). 

Figure 7, which shows changes in production points with changes in 
technologies, supports the hypothesis of "selective technology choice" by the 
Japanese enterprises. During the 1950s and 1960s, labor was increasingly 
saved without increasing capital requirements. Only since around 1970, 
capital requirements have increased appreciably. As far as the iron and steel 
incustry in Japan is concerned, the choice of technology appears to have 
been responsive to the changing relative scarcity of labor in the course of 
eccnomic development. 

How does the path of technology choice in Japan compare with the 
case of PRC, whose current steel production amounts to about 90 million 
tors which is close to the production of about 100 million tons in Japan? In 
the case of PRC, it is important to distinguish among Baoshan iron and steel, 
other large major state enterprises, and relatively small state enterprises 
(Otsuka, Liu, and Murakami 1995). Baoshan iron and steel, which started 
production in 1985, was designed to transfer the most advanced technology 
directly from Japan with allocation of huge capital subsidies from Japan and 
the PRC government. Its ultimate goal is to produce 10 million tons of steel 
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Figure 7: Technology Choice in the PRC and Japanese 
Iron and Steel Industries 
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before the end of this century. The other major state enterprises have been 
operated also by the central government with subsidies larger than those 
given to local state enterprises controlled by provincial governments. 
Currently local enterprises are essentially autonomous institutions largely 
free from government interventions. 

It is clear from Figure 7 that the Baoshan is directly catching up 
with the current level of technology in Japan. Considering the enormous 
difference in wage costs between the two countries, the technology choice by 
the Baoshan cannot be considered appropriate. In fact, using the official 
exchange rate, the wage difference between the two countries is 74 times. 
We suspect huge deficits in the operation of the most modern equipment 
heavily used in.the Baoshan. Nevertheless, the PRC government plans to 
build new factories modeled after the Baoshan. There seems to be no doubt 
that such direct technology transfer is bound to fail. . 

More appropriate technology choice seems to have been made by 
other state enterprises, which appear to follow Japan's development path. As 
might be expected, major state enterprises adopt more capital-intensive 
technology than local state enterprises, even though the difference is not 
large. More remarkable is the speed by which the production points of local 
state enterprises moved leftward. This implies that the production efficiency 
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of labor increased rapidly without accompanying the larger use of capital per 
unit of output. If the current trend continues, the local enterprises, which 
are largely free from government interventions, may continue to grow faster 
and put competitive pressure on other enterprises.’ It may well be that these 
enterprises would eventually catch up with Japan in the sphere of technology. 


Machine Tool Industry in Postwar Japan and PRC 


Finally we attempt to make comparisons on the path of technology 
chcice by the Japanese machine tool industry in the period since 1957 with 
the paths chosen by large, medium, and small state industries in PRC in 
1980, 1985, and 1991, for which the survey data are available (Otsuka, Liu, 
and Murakami 1995). 

Since the machine tool industry is severely affected by business 
cycles, the path of technology choice in Japan fluctuated widely over the last 
three decades (Figure 8). The trend, however, was clearly toward the saving 
of labor. Such movement was essentially gradual, which is consistent with 
the hypothesis of selective technology choice exercised by the Japanese 
enterprises. 

As we have already seen in Table 7, the larger machine tool 
enterprises in PRC use more capital-intensive production methods. This 
tendency is clearly shown in Figure 8. During the era of economic 
reform, all types of state enterprises increased production efficiency, and 
there is some sign of convergence in technology choice among the 
different size groups of enterprises. Yet small enterprises currently 
achieve higher productivity by employing more labor-using methods of 
production by means of purchasing various parts. So long as the reform 
of state enterprises continues to be implemented and market competition 
continues to be strengthened, the small enterprises are likely to follow 
the path similar to the historical path of Japan, where the reliance on 
the purchase of parts through subcontracting with a large number of 
small enterprises is widely practiced. Whether larger enterprises follow 
the similar path is difficult to judge. Currently, the.PRC government 
attempts to promote the domestic production of "high-tech" products with 
the use of "high-tech" machines particularly by the large state 
enterprises (Sharif and Ramanathan 1993) The production of 
numerically controlled lathe with the use of numerically controlled lathe 
is being promoted in the machine tool industry. Needless to say, numerically 





7: There is no significant difference in total factor productivity between the major and local state 
enterprises, according to the estimation of production function by Otsuka, Liu, and Murakami (1995). 
It is obvious from Figure 7, however, that the pace of productivity growth was higher for the latter 
than the former. ` i ` s LEUR 2 y ‘ E 
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Figure 8: Technology Choice in the PRC and Japanese 
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controlled lathe is highly labor-saving. If the PRC government adheres to 
such premature modernization policy, the path of technology choice in PRC 
will diverge from that of the prototype East Asian model of development. 


Policy Implications 


At present, our empirical knowledge on the role of technology choice 
in development and the role of policy to promote appropriate technology 
choice is far from adequate, particularly in the context of industrial 
development. It is our contention that in order to gain a fuller understanding 
of these issues, accumulation of empirical evidence based on a variety of case 
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studies is critically needed. This paper attempted to illustrate the 
importance of such research. 


Despite the dearth of empirical evidence, it seems possible to draw 


some general conclusions relevant for development policies consistent with 
employment generation. 


(a) 


Technology: policies for agricultural sector in Asia need to be 
reoriented toward noncereal-crops and biotechnology-based research 
activities. The Green Revolution technology promoted growth and 
employment without creating major inequity. Given the existence of 


` a large labor force in agriculture, efforts to generate technologies for 


agricultural production which are conducive to employment 
generation need to be sustained. The problem is that public-sector 
agricultural research in Asia has focused almost exclusively on 
cereals, particularly on rice. Research on horticultural and livestock 
products and tree crops has been grossly neglected. Furthermore, 
rice breeding programs are based essentially on conventional 
breeding methods, which are currently subject to diminishing 
returns. In order to meet the growing demands for vegetables, feeds, 
and livestock products, more research resources should be allocated to 
new lines of research. Also critically important is research on 
agroforestry, which helps create forest environments and at the same 
time enhances livelihood of poor farmers residing in marginal areas. 
Since the recommended technologies are highly location-specific, a 
decentralized system of public-sector research network needs to be 
established. Anticipating the possible shortage of rice and other 
cereal crops and the associated hike of cereal prices in the future, 
breakthroughs in rice research should be sought through the 
application of biotechnology. 

Private technology from advanced countries and research by 
private companies in Asia will in the future increasingly contribute 
to productivity growth in Asia. Technologies for hybrids like maize, 
sorghum, sunflower, and many vegetables are already being 
produced by the private sector. Flower varieties and orchid varieties 
are all private-sector developed. Therefore, technology policy for 
agriculture ought to include support for private-sector research. The 
relevant measures should include the establishment of intellectual 


. property rights such as plant breeders rights, utility patents to plants 


and animals, and reduction of barriers to importing foreign 
technology. 
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(b) 


(c) 


Considering the importance of the choice of labor-intensive technology 
in the early phase of technology-led growth, it is important to create 
competitive market structures and to get the prices right. It is obvious 
that appropriate technology for low-wage economy is labor-intensive. 
It is less obvious that labor-intensive technology promotes not only 
employment generation but also overall economic growth. 

The World Bank (1993) reports that the East Asian miracle 
was associated with remarkable persistence of producing such labor- 
intensive products as textiles and garments. White (1978) forcefully 
argues that government subsidy to capital equipment often resulted 
in the use of capital-intensive technology, which was proved to be 
inappropriate. The case of Baoshan iron and steel seems to be a good 
example. The failure of Republic of Korea's premature drive in the 


- heavy and chemical industries is another example of premature 


modernization (World Bank 1993). In order to avoid the choice of 
inappropriate technologies, it is vital to get rid of the large capital- 
intensive government enterprises and create and maintain 
competitive market prices, including wages. 
It is extremely important to recognize the limited direct roles the 
government can play to promote economic development based on 
international technology transfers. Unlike some biological 
agricultural technologies, most industrial technologies are 
patentable. Therefore, development of such technologies can be left 
to the private sector. What needs to be done by the public sector is to 
establish, what Sharif and Ramanathan (1993) call, technology 
infrastructure by investing in general and vocational schooling, 
supporting scientific research institutions, setting up technology 
extension centers, and strengthening intellectual property rights, 
An interesting and successful case of government support for 
technology development was the joint research undertaken by the 
Research Association in Japan, which has been formed by large 
enterprises and supported by the government (Goto and Wakasugi 
1988). The Association focuses only on the subjects which large 
enterprises have common research interests. Considering the 
potential externalities and the duplication of the same types of 
research by: many enterprises, it makes sense to organize the 
research associations to share the research costs and research 
outcomes under the guidance of the government. 

Aside from the contribution of the government in developing 
general human resources, establishing technology infrastructures, 
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and supporting public sector agricultural research, the contribution 
of policies to the technology catch-up strategy seems limited. 

The protection of infant industries theoretically makes sense 
and appropriate financial subsidies to such industries can be justified 
in certain cases. Yet, in practice, many countries ban imports of 
inputs into modern agriculture such as improved varieties of maize 
and tomato, restrict technology transfer by requiring licenses and 
regulating royalty payments, and restrict foreign direct investment, 
in the name of building infant industries. These technology policies 
obviously hinder technology transfer, suppress employment genera- 
tion, and deter economic development. 
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Economic Growth, Relative Inequality, 


and Equity: The Case of India 
. Suresh D. Tendulkar 
and L.R. Jain 





Abstract. This paper examines the links between economic growth, relative inequality, and 
equity (defined as an unambiguous reduction in poverty as well as an increase in social wel- 
fare) in the Indian context. For this purpose, the equivalent analytical results on poverty and 
social welfare orderings are applied to the price-adjusted size distributions of consumer ex- 
penditure for the rural, urban, and entire (rural plus urban) population of India over eight 
time-points between 1970 and 1989. Unambiguous improvement in poverty and social wel- 
fare was indicated in as many as 20 (rural), 21 (urban), and 22 (entire) populations out of 28 
binary comparisons each. Improvement under somewhat more stringent assumptions was 
indicated in eight more cases. As many as 32 out of 71 comparisons involving improved eq- 
uity were characterized by a rise in relative inequality. These results indicate that contrary 
to the earlier widely held perceptions, compared with the 1970s which was characterized. by 
Slow economic growth, the faster rate of growth in India in the 1980s was associated. with 
more frequent equitable distributional outcomes. 





he relationship between economic growth and inequality has always 
dominated debates about the desirable path of development for low- 
income developing countries. In this connection, Kuznets (1955) is 
often quoted in support of the assertion that rapid economic growth neces- 
sarily leads to greater relative inequalities. The widening of relative ine- 
qualities, in turn, is axiomatically taken to be inequitable and hence socially 
unacceptable. The tacit acceptance of these propositions also appears to be 
responsible for the widespread suspicion that policymakers have of rapid 
economic growth and increases in relative inequalities.' This is reflected in 


1. We quote three representative statements of the 1970s. The first is by Ahluwalia (Chenery et 
al. 1974, 4): "The fact of poverty is not new ... What is new is the suspicion that economic growth by 
itself may not solve or even alleviate the problem within any 'reasonable' time period. Indeed it is often 
argued that the mechanisms which promote economic growth also promote economic concentration and 
a worsening of relative and perhaps even absolute income position of the lower income groups". The 
second is by Taylor and Bacha (1976, 216): "There is not just a trade-off between equity and growth, 
rather the growth process itself forces a decrease in equity." The third is from Adelman and Morris 
(1973, 189): "An even more disturbing implication of our finding is that development is accompanied by 
an absolute as well as relative decline in average incomes of the very poor." 
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India's Second Five-Year Plan (1956-1961) (Government of India [GOI] 1956) 
and Third Five-Year Plan (1961-1966) (GOI 1961), which contain interesting 
discussions of the possible ways to contain the rise of relative inequalities.” 
While inequity was equated with a widening of relative inequalities in these 
earlier plan documents, the later plans, especially from the Fifth Five-Year 
Plan (1974-1979), identified inequity with a deterioration in absolute pov- 
erty. The Draft (Sixth) Five-Year Plan (1978-1983) (GOI 1978), formulated 
by the non-Congress government, was most explicit in preferring a lower 
growth target (4.7 percent per annum compared with 5.5 percent in the ear- 
liez Plans) which, it contended, would generate higher employment (than an 
alternative higher growth target) and hence would reduce absolute poverty 
(p. 6, para 1.43). This stance has also been endorsed by the radical intelli- 
gentsia, who expressed apprehensions about the possible unequalizing ef- 
fects of a high rate of economic growth. Thus, when the agricultural trans- 
formation process was initiated in the mid-1960s with the new chemical and 
biclogical technology (described as the green revolution), there were appre- 
heasions about the immiserising consequences of a higher rate of agricul- 
tural growth (see, for example, Frankel 1974). These apprehensions are no 
longer heard (for a recent review of the experience of the green revolution in 
India, see Parthasarathy 1991). 

Again, in the 1980s, when the growth rate of real gross domestic 
product (GDP) per capita more than doubled,’ in comparison with the three 
decades ending in fiscal year (FY) 1979/1980, similar apprehensions were 
exoressed about the unequalizing consequences of faster growth (see, for ex- 
ample, Bagchi 1990, Kelkar and Kumar 1990). Does the experience bear out 
these perceptions regarding the Indian growth process? Was faster growth 
associated with inequitable distributional outcomes? These are important 
empirical questions for development policy. It would, therefore, be instruc- 
tive to examine the quantitative evidence regarding the distributional out- 
comes of the faster rate of economic growth of the 1980s and compare them 
with the 1970s, when growth was slower. 

It is necessary at this point to clarify the meaning of the term 
"equity". It refers to fairness in distribution from the point of view of society. 
Tke traditional approach of economists has been to judge equity in terms of 
an improvement in social welfare defined as an aggregation of welfare en- 





2. The former document states: "Economic development has in the past often been associated 
with growing inequalities of income and wealth... The process of reducing inequalities is a two-fold 
one. It must raise incomes at the lowest level and it must simultaneously reduce incomes at the top" 
(para 19, 32-33). For discussion, see Tendulkar (1983, 98-113). 

3. Factors underlying the accelerated growth rate of the 1980s are being asi in a separate 
paper. 
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joyed by individual members of society. This is an inclusive concept as it re- 
lates to the entire population. This approach, however, ignores the state of 
social deprivation at the lower end of the income distribution in terms of in- 
ability to afford a socially acceptable minimum living standard. It has been 
argued that the concept of social deprivation is particularly important in 
low-income countries, where equity should be judged: in terms of improve- 
ment of the welfare of those below a certain minimum standard of living. 
This is an exclusive concept because the entire focus is solely on the poor 
section of the population. These two approaches may give conflicting results | 
in terms of equity. Recent analytical developments. (Atkinson 1987; Foster 
and Shorrocks 1988a, 1988b) provide us with operational criteria for order- 
ing two distributional situations that enable us to bring together the inclu- 
sive (social welfare) and exclusive (social deprivation) dimensions. In view of 
this, we define equity as an unambiguous reduction in poverty as well as an 
increase in social welfare. ; 

Three introductory clarifications are called for regarding the scope of 
the present paper. First, in India, information on the size distributions of 
income is not as readily available‘ as that on the size distributions of house- 
hold consumer expenditure. Distributional questions in India have always 
been examined on the basis of surveys of household consumer. expenditure, 
which have been conducted since 1950 by the National Sample Survey Or- 
ganisation on a reasonably continuing basis. In this paper, we cover the pe- 
riod 1970 to 1989, for which eight consumer expenditure surveys are avail- 
able. This provides us with four time-points each in the 1970s and the 1980s. 
Data on more time-points would have been desirable but are not available. 
Second, intertemporal comparisons of size distributions of consumer expen- 
diture are meaningful only at constant prices. This requires information on 
the consumer price indices for population subgroups (arranged in ascending 
order of per capita total expenditure) called fractile groups. As such indices 
could be developed only from 1970/1971 onwards, 1970/1971 is the starting 
year of our investigation. Third, given the existing analytical developments 
and the available database, it is not possible to establish a direct empirical 
link between economic growth and its distributional outcomes. This paper 
attempts to examine the distributional consequences associated with and 
influenced by economic growth. These consequences are taken to be reflected 
in the size distributions of per capita total expenditure. 


4. The latest available income distribution survey at the all-India level relates to 1975/1976. See 


Bhalla and Vashishtha (1988) for a two-point comparison of size distributions of income. between 
1964/1965 and 1975/1976. l 


sa. 


Economic Growth, Relative Inequality and Equity: The Case of India 141 


This paper does not claim any analytical innovations. Its novelty lies 
on two empirical counts. First, while poverty and social welfare orderings 
have been undertaken across countries (Shorrocks 1983, Kakwani 1984), this 
is possibly the first study that attempts such comparisons over multiple 
time-points and in price-adjusted terms. Second, it juxtaposes the compari- 
sors of social welfare with those of social deprivation for India, a densely 
populated low-income country with 16 percent of the world population and a 
sherp rural-urban divide, which earlier saw a lively debate on the unequaliz- 
ing consequences of growth (see Chenery and Ahluwalia in Chenery et al. 
1974, Ch. XT). 

The paper is organized as follows. The second section discusses the 
operational criteria for evaluating the distributional outcomes over time. It 
may be noted that these intertemporal comparisons indicate only the end 
results and do not throw any light on the underlying mechanisms and proc- 
esses. This takes us to an examination of the conceptual issues relating to 
the links between the process of economic growth, income inequalities, and 
the resulting distributional outcomes. These issues are taken up in the third 
section. Empirical results are presented in the fourth section. The fifth sec- 
tion provides a summary and conclusions. 


Criteria for Poverty and Social Welfare Orderings 


As mentioned above, we identify equitable distributional outcome 
with an unambiguous reduction in absolute poverty and an increase in social 
we.fare. In this section, we state the analytical results from the recent litera- 
ture that provide us with the operational criteria for ranking the entire size 
distributions with reference to directional changes in absolute poverty and 
social welfare incorporating equity-enhancing properties. 

Changes in poverty are known to be sensitive to (a) the specific nu- 
merical value of the poverty norm, called the poverty line, and (b) the spe- 
cific poverty measure calculated with that poverty line. Recent contributions 
to poverty measurements (Atkinson 1987; Foster and Shorrocks 1988a, 
1988b) provide criteria that are robust with respect to both (a) and (b) and 
enable us to make inferences simultaneously about changes in absolute pov- 
erty and social welfare. These criteria are based on the following three pov- 
erty measures, which are special cases of the class of Foster-Greer- 
Thorebecke poverty index (Foster, Greer, and Thorebecke 1984). 

If x, is the income of the ith individual and x, < x, < x, | < x, ,"zi8 


the prespecified poverty line, and M is the number of individual: having i in- 
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come z or lower, the three poverty measures are defined and interpreted as 
follows. 

The first measure is the proportion of the population having an in- 
come below the poverty line. This is the most widely used poverty measure, 
usually described as headcount ratio (HCR or H) and is given by 


H=M/N (1) 


We now define an intermediate measure known as the poverty gap 
ratio (R), It is given by i 
R= YG-x)q9 (2) 
ist 


The numerator is the actual aggregate poverty gap of all those below the 
poverty line. The denominator can be interpreted as the maximum possible 
aggregate poverty gap if everyone below the poverty line received zero in- 
come. Thus the poverty gap ratio represents the ratio of the actual to the 
maximum possible poverty gap for the poor population. 
The second poverty measure is the poverty gap index (PGT), given by 
PGI = X701 0) 


=H times R (3) 


The PGI indicates the ratio of the aggregate poverty gap to the minimum 
normative aggregate income (Nz) for the entire (poor as well as nonpoor) 
population. This is described as the "depth" of poverty. The reasoning is as 
follows. If we have two situations with the same population and the same 
headcount ratio, the situation with a higher PGI has a larger number of poor 
who are farther from the poverty line. 

The third poverty measure is given by 


FGT* = HIR’ + (1-R)’ CVP'] (4) 


where CVP is the squared coefficient of variation? for the poor population 
(having income equal to or below the poverty line). Because of its distribu- 
tional sensitivity (as reflected in CVP”) and because it incorporates HCR and 
a variant (R) of PGI, this is regarded as the most comprehensive measure 
that captures the severity of poverty." 





5. This is the summary indicator of relative variability used widely in statistics. It is given by 
M -— 
CVP* = XG;/x,-12 M 
D i=} 


where x, is the average income of the poor population. This indicator reflects relative income 


inequality among the poor. 
6. As noted earlier, HCR, PGI, and FGT* are three special cases corresponding to parameter & = 
1, 2, and 3 respectively of the general poverty measure defined by 
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Appendix A provides a formal (technical but nonrigorous) presenta- 
tion of the suggested criteria for ranking two size distributions of income. 
Here, we present an intuitive justification of the poverty ordering criteria. 
When the numerical value of the poverty line is fixed, a lower value of a 
given poverty measure for one size distribution than for the other would 
clearly indicate that the first size distribution is better in terms of the pov- 
ertz situation than the second distribution. This result, however, holds only 
for that fixed numerical value of the poverty line. It is widely recognized that 
there are inherent and irreducible elements of arbitrariness in fixing a par- 
ticular numerical value for the poverty line. This can be corrected if the pov- 
ert; line is permitted to take all possible values while devising the poverty 
ordering criterion for comparing the two size distributions. Accordingly, Fos- 
ter and Shorrocks (1988a, 1988b) suggest parametrically varying the poverty 
line over the entire range of income of the two size distributions to be com- 
pared, and then comparing a given poverty measure calculated at each pos- 
sible value of the poverty line. If, for all possible numerical values of the 
poverty line, one size distribution yields values of the given poverty measure 
uniformly no higher than those for the other size distribution, then the first 
size distribution is unambiguously better placed in terms of the poverty 
situation than the other distribution, of course with respect to the given pov- 
erty measure. In this situation, the first size distribution is defined to domi- 
nate the other in an unrestricted domain. If lower values of the given pov- 
ert; measure are obtained over a certain range only and not for all possible : 
values of the poverty line, it is described as restricted (or partial) dominance. 

If in the above procedure, the given poverty measure is taken to be 
HCR, PGI, and FGT*, we obtain the first order, second order, and third or- 
der dominance respectively, in the unrestricted or the restricted domain of 
the poverty line. In order to establish the explicit connection between the 
dominance criteria and the corresponding poverty measures, we call the 
first, second, and third order dominance as HCR, PGI, and FGT* dominance 
(D) respectively, in the unrestricted (prefix U) or the restricted (prefix R) 
domain. Accordingly, the codes UHCRD, UPGID, and UFGT*D used hence- 
forth refer to the unrestricted first, second, and third order dominance re- 
spectively. Similarly, the codes RHCRD, RPGID, and RFGT*D refer to the 
reszricted first, second, and third order dominance respectively. 





M 
XG-x) 
FGT,, 1 


gtk 


This was suggested by Foster, Greer, and Thorebecke (1984). 
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Atkinson (1987) has proved the result that the first order dominance 
in the unrestricted domain implies lower poverty not just in terms of head- 
count ratio but also in terms of a wider class of poverty measures. 

The intuitive meaning of the above unrestricted dominance criteria 
should be obvious, namely, headcount ratio or depth or severity of poverty 
being uniformly lower in one size distribution than the other for all possible 
values of the poverty line. In the case of the poverty line taking a fixed nu- 
merical value, the three poverty measures of headcount ratio, depth, and 
severity are exclusive measures focusing entirely on a part of the population 
falling below the fixed poverty line. But permitting parametric variation in 
the numerical value of the poverty line over the entire range of income pro- 
vides the meeting ground with the inclusive notion of social welfare. 

That an unambiguous reduction in poverty leads to more equitable 
distributional outcome would be universally conceded. However, for an in- 
crease in social welfare to be deemed more equitable, the social welfare 
function (SWF) has to satisfy the following plausible properties of fairness on 
which social consensus can be forged. These properties have been suggested 
in the literature on the measurement of relative inequality (see, for example, 
Champernowne 1973). 

. Symmetry condition: This condition can be interpreted as delinking 
incomes from their recipients, i.e., there is a purely random corre- 
spondence between incomes and their recipients. This is a plausible 
condition since the observed size distribution of income results from 
complex interactions in the continuous process of production and dis- 
tribution in the economy. In this situation, any given individual has 
no control over the shape of the entire size distribution or their rela- 
tive positions in that distribution. In our view, this is the most basic 
prior condition to be satisfied by SWF for arriving at the social con- 
sensus regarding its other acceptable properties discussed below." 


e - . Monotonicity condition: The SWF rises with an increase in any given 
income level, all other incomes remaining the same. 
. Equality Preference condition: Any progressive transfer from a 


‘higher income to a lower income (without reversing the relative po- 





7. The condition of symmetry implies that we ignore the characteristics of individuals (including 
their particular identity) other than incomes. This is inconsistent with the capability approach sug- 
gested by Sen (1988). While characteristics of individual other than income (which are included in the 
capability concept) are indeed relevant for policy, they cannot be observed in a large-scale (often sam- 
ple) survey-based measurement of size distribution of income. The latter is used for assessing the order 
of magnitude of the economywide relative inequality. We regard this problem of measurement as im- 
portant in itself and distinct from the problem of policy formulation for correcting individual-specific 
handicaps or deprivations. . 


“~. 
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sitions) increases social welfare. This is also known as the Dalton cri- 
. terion. 

e Transfer Sensitivity condition: The positive welfare impact of any 
progressive transfer at a lower income level will always outweigh the 
negative welfare impact of a comparable regressive transfer taking 
place at a higher income level (see Foster and Shorrocks 1988b, 192). 
Foster and Shorrocks (1988a, 1988b) provide the following analyti- 

cally equivalent results on poverty ordering and social welfare ordering 

while comparing the two size distributions. 

A size distribution with uniformly lower" headcount ratio also gener- 
ates a higher social welfare for all possible SWF satisfying the properties of 
symmetry and monotonicity. This is defined as the first order social welfare 
dominance. 

A size distribution with a uniformly lower depth of poverty also gen- 
eretes a higher sccial welfare for all possible SWF satisfying the properties 
of symmetry, monotonicity, and equality preference. This is defined as the 
second order social welfare dominance. 

A size distribution with a uniformly lower severity of poverty also 
generates a higher social welfare for all possible SWF satisfying the proper- 
ties of symmetry, monotonicity, equality preference, and transfer sensitivity. 
This is defined as the third order social welfare dominance. 

The analytical results stated above enable us to draw equivalent in- 
ferences regarding unambiguous directional changes in the poverty as well 
as social welfare situation. 

Notice that the results on the first, second, and third order domi- 
nance in the unrestricted domain are quite general in the following sense. As 
regards the poverty situation, they hold for all possible numerical values of 
the poverty line. Equivalently, they hold for all possible specifications’ of 
SWF satisfying certain general and plausible equity-enhancing properties 
discussed above. The importance of these results can be appreciated in terms 
of their ability to overcome two seemingly intractable problems. One, it is 
imoossible to forge a social consensus about the specific numerical value of 
the poverty line given the inherent and inescapable elements of arbitrariness 
involved in it. Two, it is equally impossible to reach a societal agreement re- 
garding the mathematical and numerical specification of the social welfare 
function. The generality of the dominance results in the sense explained 





8. To avoid excessive repetition, we use the expression “uniformly lower" to mean ‘lower for all 
possible values of the poverty line. 

9. For the mathematically discerning readers, the dominance results hold strictly for the addi- 
tively separable class of poverty measures as well as social welfare functions. In our view, this is not a 
major limitation if our justification of the symmetry condition is conceded. 
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above overcomes both these problems while providing operational criteria for 
the empirical implementation along with easily comprehensible interpretation. 

Foster and Shorrocks (1988a, 1988b) prove the result that the occur- 
rence of the first order dominance in the unrestricted domain necessarily 
implies, but is not implied by, the second order dominance in the unre- 
stricted domain. Similarly, the occurrence of the second order dominance in 
the unrestricted domain implies but is not implied by the third order domi- 
nance in the unrestricted domain. These results, which have been expressed 
in technical jargon, can be interpreted in concrete and intuitive terms as 
follows. 

A size distribution with a uniformly lower headcount ratio has been 
shown to be characterized also by uniformly lower depth as well as severity 
of poverty. However, the converse does not hold. Similarly, a size distribu- 
tion may have a higher headcount ratio for some parametric value(s) of the 
poverty line (and hence for the corresponding segment(s) of the population), 
but if it shows a uniformly lower depth of poverty it would always be charac- 
terized by a uniformly lower severity of poverty. Furthermore, a size distri- 
bution may be characterized by a higher headcount ratio as well as a greater 
depth of poverty for some value(s) of the poverty, but it may have a uni- 
formly lower severity of poverty. Thus, moving from a lower to a higher or- 
der of dominance involves tradeoffs among different dimensions of poverty. 

It should be obvious on a priori grounds that changes in relative ine- 
qualities and those in absolute poverty need not necessarily go together. For 
example, changes in the Lorenz curve, if confined to the nonpoor segment of 
the population, would leave the poverty situation unchanged. Similarly, 
changes in relative inequalities would bring about a change in the poverty 
situation only if those changes took place for the population below the pov- 
erty line. 

From the point of view of social welfare orderings, the first, second, 
and third order dominance criteria require, as a necessary condition, a rise 
in mean income. But each of them can be consistent with a rise in relative 
inequality. Dominance cases involving a rise in both mean income and rela- 
tive inequality obviously involve a trade off between these two dimensions. 
Resolution of this trade off would require increasingly more stringent condi- 
tions on the underlying SWF. 

How a trade off between the mean income and the relative inequality 
in the underlying size distribution gets resolved so as to result in an im- 
provement in social welfare and poverty situation is an interesting question. 
One clear-cut situation is analogous to the Pareto-improvement condition 
used by economists. Monotonicity and symmetry conditions together guaran- 
tee that social welfare would improve with a rise in some income(s) while 
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other incomes remain unchanged. More generally, implicitly and intuitively, 
some potential compensation principle must be at work whereby, in moving 
from one static situation to another, the gainers can compensate the losers so 
as zo restore the lasers’ status quo before the change and the gainers can still 
be better off after the compensation. 

An important lesson follows from the foregoing discussion. Contrary 
to the widely held perceptions noted in the first section, an increase in rela- 
tive inequalities, if accompanied by a sufficient rise in mean income, may 
result in equity improvement with reference to all SWF satisfying plausible 
equity-enhancing properties as discussed above. 


Links between Economic Growth, Income Inequality, 
and Resulting Distributional Outcomes: Some Analytical Issues 


It may be noted that comparison of two static situations with respect 
to the poverty and (equivalent) social welfare orderings does not shed light 
on the underlying mechanisms and processes that bring about the observed 
distributional outcomes. If we wish to interpret a rise in mean income as re- 
flecting the outcome of economic growth, it becomes necessary to consider 
the underlying growth process operating in time. These mechanisms and 
prccesses belong to the area of our collective ignorance. We feel, however, 
thet it should be possible to combine the results on poverty and (equivalently) 
social welfare orderings with the insights into the link between economic 
growth and distributional outcomes conceptualized by Kuznets (1955, 1963) 
and Lewis (1976). Drawing on these contributions, we offer a few speculative 
remarks to facilitate the interpretation of the empirical results. 

The possible tendency for structural changes during the early stages 
of rapid economic growth to widen relative income inequalities was noted by 
Kuznets (1955). Two points require emphasis. First, Kuznets treated this as 
a tendency and not an inevitable consequence. Second, he made this obser- 
vation while conceptualizing the growth-inequality relationship in the con- 
text of predominantly market-driven growth that had historically taken 
place in the then developed countries. Kuznets attributed this tendency to 
(a) the rise in intersectoral inequality in product per worker due to the un- 
even impact of technological changes across sectors and across production 
units within a given sector, (b) the greater concentration of asset incomes 
and their higher rewards because of deficiency of capital relative to labor in 
the early (than in the later mature) stages of growth, and (c) the predomi- 
nance of self-employment incomes in the early stages with inherently 
greater variability than wage and salaried incomes. It is this aspect of the 
grewth-inequality relationship for which Kuznets is widely known. He is less 
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widely known for the other and equally important aspect of the same rela- 
tionship, which relates to what he called “income mobility” in his later study 
(Kuznets 1963). Income mobility refers to shifts in the relative income posi- 
tions of individuals during the growth process. These shifts may involve 
varying combinations of a change in location (e.g., from rural to urban), a 
change in occupation (e.g., from craft-based to education-based), a change in 
industry of attachment (e.g., from agrobased to nonagrobased) as well as a 
change in employment status (e.g., from self-employed to employee). It is 
brought about by new economic opportunities generated by structural 
changes during the growth process. The availability of (real) income- 
enhancing opportunities is governed by improvements in the efficiency of 
resource utilization, improved functioning of economic organization, and by a 
rise in total factor productivity brought about by technological progress. The 
impact of these factors is known to be uneven across sectors, over different 
locations in a large country, and across different segments of the work force. 
Some sectors and production units affected by the foregoing factors would be 
expanding rapidly, whereas others may become obsolete, resulting in unem- 
ployment or a deterioration in the relative income position of those employed 
in these lagging sectors and units. Consequently, the growth process may 
engender income mobility in either direction. However, during the process of 
rapid economic growth, newly generated opportunities leading to upward 
income mobility will far outweigh those leading to unchanged income posi- 
tion or downward income mobility. Kuznets (1966, 205) correctly noted that, 
in the presence of income mobility, "there is no persistent economic class- 
consciousness and there is little meaning in the question whether the poor 
are getting poorer and the rich richer". The phenomenon of income mobility 
thus tends to soften the adverse social consequences of widening income ine- 
qualities that might be experienced in the growth process. The rise in living 
standards resulting from upward income mobility would have obvious links 
with ‘social welfare improvements. Lewis (1976) provides an interesting dis- 
cussion, in his dual economy framework, of the positive as well as negative 
effects of interactions between the modern (industrial) and the traditional 
(mostly agricultural) sectors in the growth process. His discussion of various 
mechanisms can be easily interpreted to contribute to upward or downward 
income mobility. A preliminary analysis of income mobility, and barriers to 
income mobility and how they interact with the institutional framework in 
the growth process, is presented in Tendulkar (1992), who se the hnk 
between economic growth, inequality, and poverty. 

In this paper, we compare the distributional outcomes with jesper to 
poverty.and social welfare in the 1970s, with a low growth rate of a little 
over’ one.percent.per annum in real GDP per capita, with the.1980s, which 


a 
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recorded a more than doubling of that growth rate (Appendix B, line 2). The 
grcss domestic fixed capital formation (as percent of GDP), at constant 
1980/1981 prices, increased by about three percentage points between 
1970/1971 and 1980/1981, whereas it rose by only 1.5 percentage points be- 
tween 1980/1981 and 1990/1991. It thus appears that the significant rise in 
the growth rate of real GDP per capita has been achieved more by better 
utilization of resources than by expanding resource availability. Some evi- 
dence in favor of higher total factor productivity for the organized manufac- 
turing sector in India in the 1980s compared with the 1970s is available 
(Ahluwalia 1991, 1992). It may also be noted that the 1980s were character- 
ized by a higher annual growth rate as well as greater stability of the annual 
grcwth rate over the decade (as reflected in higher squared correlation coef- 
ficients, Appendix B). It is therefore reasonable to expect that opportunities 
leading to upward income mobility in the Kuznets sense would have been 
greater in the 1980s than in the 1970s. 

Conceptually, (real) income-enhancing opportunities arising from a 
faster rate of economic growth would be reflected in the returns accruing to 
the factors of production. These, in turn, would be reflected in the size dis- 
tribution of household income (before taking into account transfers on public 
and private account). Usually, the reported incomes in household income 
surveys are inclusive of the impact of transfers on public and private ac- 
count. In India, household income surveys are much less frequent than con- 
sumer expenditure surveys. We have, therefore, based the present exercise 
on the size distributions of per capita household consumer expenditure 
available from the National Sample Survey Organisation in India. 

How would the impact of the economic opportunities generated by 
faster growth in real GDP per capita be reflected in the per capita household . 
corsumer expenditure whose size distributions are examined in this paper? 
At the aggregate level, private final consumer expenditure (PFCE) per capita 


` at 1980/1981 prices (based on National Accounts Statistics [NAS]) grew at an 


annual rate of 2.21 percent during the 1980s, which is one percentage point 
slower than that of real GDP per capita (Appendix B, lines 2 and 7). How- 
ever, during the 1970s, real PFCE per capita and real GDP per capita grew 
at almost the same annual growth rates of 1.1 percent. This indicates that 
the gross domestic savings rate increased during the 1980s. That household 
consumer expenditure grows more slowly than household income during the 
rapid growth process is an established macroeconomic stylized fact. How- 
ever, a stable and monotonic relationship over time between (per capita) 
household consumer expenditure and (per capita) household income, which 
is usually postulated at the macroeconomic level, may not be reflected at the 
micro level and hence in the size distribution of per capita consumer expen- 
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diture examined in this paper. There are at least two major reasons for this. 
One, there are transitory elements in both household income and consumer 
expenditure, more so in the former than in the latter, especially when cli- 
matically governed agriculture in a continental country like India provides 
the major source of livelihood for at least two thirds of the work force and 
their dependents. The transitory element is further reinforced by the pre- 
dominance of self-employment in nonagriculture, which is known to be in- 
herently more variable than regular wage and salaried income. The impact 
of these transitory elements may not be predictably related to the income 
positions of households. Equally, the behavioral responses to these transitory 
elements may also vary across households. Nevertheless, two statements are 
possible. At the upper end of the size distribution, there usually exists a 
cushion in current consumption over the minimum necessary level. For 
these households, the transitory elements would moderate an immediate rise 
in consumer expenditure in response to a rise in household income, smooth- 
ing fluctuations in consumption. At the lower end of the size distribution, 
there is a more direct relationship between income and consumer expendi- 
ture in the absence of an adjustable cushion at the subsistence level. These 
factors would tend to moderate year-to-year changes in overall average per 
capita total consumer expenditure in real terms. 

Is it possible to establish a direct and causal link between the (trend 
rate of) economic growth and the resulting changes in the observed size dis- 
tribution of per capita household consumer expenditure? The answer to this 
question is negative for the following reasons. First, the uneven impact of 
transitory factors on incomes across households and their reflection in 
household consumption, as mediated through varying behavioral responses 
as mentioned earlier, are relevant in this context as well. Second, household 
consumer expenditure would incorporate the impact of transfers on public 
and private account. These transfers at the household level cannot be ex- 
pected to bear any predictable relationship to economic growth. Third, the 
important variable of household size that mediates between the current liv- 
ing standard (as reflected in household consumer expenditure per capita) 
and household income is governed by demographic factors and household 
preferences in respect of consumption saving choices. These are only re- 
motely related to the economic growth process. For these reasons, it is not 
possible to postulate a direct causal link between (trend rate of) economic 
: growth and observed year-to-year changes in the size distribution of per 
capita household consumer expenditure. However, it would not be correct to 
deny the overarching influence of economic growth in shaping the changes 
in the size distribution of per capita consumer expenditure via income mobil- 
ity. Consequently, our attempt in this paper is to examine the distributional 


^ 
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outcomes (as reflected in the size distributions of per capita household con- 
sumer expenditure adjusted for intertemporal price variations) of a high or a 
low rate of economic growth. The distributional outcomes, in turn, are stud- 
ied in terms of their directional implications for poverty and social welfare 
orderings (with reference to the entire size distribution of per capita house- 
hold consumer expenditure) over time. 


Empirical Results 


This study undertakes pairwise comparisons of size distributions of 
monthly per capita total expenditure (MPCTE) at eight time-points with ref- 
erence to poverty and social welfare ordering. For this purpose, we have 
generated the required size distributions of MPCTE at constant 1970/1971 
pr:ces for each of the eight time-points between 1970/1971 and 1988/1989 
(four each in the 1970s and in the 1980s), separately for the rural, urban, 
and entire (rural plus urban) population. The data sources and computa- 
tianal procedures employed in this connection are described in Appendix C. 
We present pairwise comparisons in which every later time-point is com- 
pared with each of the earlier time-points for ranking the entire size distri- 
butions with respect to unambiguous reduction in poverty and increase in 
social welfare, using the dominance criteria discussed in Section II. With 
eight time-points, these pairwise comparisons give 28 cases each for the ru- 
ral, the urban, and the entire population. To apply the dominance results, 
we have used a uniform numerical approximation by treating the absolute 
difference of 0.0004 or less as negligible in the values of HCR, PGI and FGT* 
at any given parametric value of the poverty line at constant 1970-1971 
prices at two time-points.” 

In organizing our empirical findings, we use the analytical result 
that the occurrence of unrestricted first order (or HCR) dominance necessar- 
ily implies the occurrence of the unrestricted second order (or PGI) domi- 
nance which, in turn, implies the occurrence of the unrestricted third order 
(or FGT*) dominance. We have already elaborated the concrete implication 





10. To our knowledge, there are no well-established criteria for numerical approximation in as- 
sessing the unrestricted dominance of different orders. We have, however, (arbitrarily) adopted a uni- 
form absolute numerical yardstick mentioned in the text after considering various other (equally arbi- 
trary) alternatives. For a given order of dominance, poverty orderings explore the dominance in the 
unrestricted domain so that if one happens to be conservative at the upper end of the distribution, the 
converse would hold at the other end. Moreover, even though different poverty measures lie between 
zero and unity, they differ in terms of their usual numerical range, especially when approaching the 
uprer limit of unity, so percentage approximation error would also differ across poverty measures. As 
sucia, we have chosen to minimize the subjective discretion by making the numerical approximation 
independent of both the poverty measure selected as well as its level in a given comparison. 
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of this result in Section II. On this basis, we devise mutually exclusive and 
exhaustive categories of dominance possibilities with a clear-cut interpreta- 
tion with reference to equitable distributional outcome or equivalently un- 
ambiguous improvement in the poverty as well as the social welfare situation. 

We classify the two-point comparisons with reference to their tempo- 
ral occurrence, (i) within the decade of the 1970s, (ii) within the decade of 
the 1980s, and (iii) time-points in the 1980s compared with those in the 
1970s. This is done with a view to comparing the distributional outcomes 
associated with the slow growth of the 1970s and those associated with the 
faster growth of the 1980s. Recalling our discussion in Section II, we classify 
the totality of comparison cases belonging to each of the three temporal- 
location types, into the following four broad, mutually exclusive and exhaus- 
tive categories of social welfare and poverty ordering: 


(a) Unrestricted Headcount Ratio dominance (UHCRD): It implies un- 
ambiguous improvement in both the poverty and the social welfare 
situation under the weakest assumptions and hence (by implication) 
the most robust dominance criterion. 


The remaining cases falling in the complement of category (a), ie., Re- 
stricted Headcount Ratio dominance (RHCRD), can be further classified into 
the following categories: 


b) Unrestricted Poverty Gap Index dominance (UPGID) along with 
RHCRD: It is consistent with deterioration in poverty in terms of 
headcount ratio for certain segment(s) of population but unambigu- 
ous improvement in terms of the depth of poverty. 

c) Unrestricted FGT* dominance (UFGT*D) combined with RHCRD 
and restricted PGI dominance (RPGID): It refers to the occurrence of 
unambiguous reduction in the severity of poverty measured by FGT* 
which may coexist with a deterioration in the depth of poverty and 
an increase in the headcount ratio for certain segment(s) of the 
population. 

d) Restricted FGT* dominance (RFGT*D): This category comprises the 
residual inconclusive cases of comparisons with regard to social wel- 
fare and poverty ordering. It is also associated with increased sever- 
ity of poverty for certain segments of the population. 

As noted earlier, mean per capita consumer expenditure ( X ) for the 
dominating distribution has to be necessarily higher under all the three 
dominance criteria (a), (b), and (c). However, under the restricted dominance 
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category (d), X can be higher or lower. It is well known that policymakers tend 
to judge distributional outcomes entirely on the basis of relative inequality, 
wh:ch is often assessed solely in terms of a reduction in the Gini coefficient 
(G), a widely used summary measure of relative inequality based on the Lo- 
renz curve. We call this the Gini criterion. Here, it is worth noting that it is 
the Lorenz curve, and not the summary measure G, that captures the actual 
relative inequality of a distribution. For it is recognized by experts that the 
same value of the Gini coefficient can be associated with very different Lo- 
renz curves reflecting very different kinds of relative inequalities. With a 
view to comparing the consistency between results based on the Gini crite- 
rion and those based on the dominance criteria, cases under unambiguous 
categories (a), (b), and (c) are classified into two subcategories each, namely, 

(1) increase in X combined with a decline in G; and 

(2) increase in X combined with an increase in G. 

The policymaker would prefer (1) to (2), because (1) involves a de- 
clire in relative inequality. However, there is no rational basis for this pref- 
erence ordering based on a summary measure of Gini coefficient alone. The 
two subcategories (1) and (2) under categories (a), (b), and (c) can be sepa- 
rately distinguished under UHCRD, UPGID, and UFGT*D criteria, respec- 
tively. 

Similarly, inconclusive cases falling under RFGT*D in category (d) 
can be classified into the following mutually exclusive subcategories with 
reference to decline or rise in X and G: 

(d.1) increase in X combined with a decline in G; 

(d.2) increase in X combined with an increase in G; 

(d.3) decline in X combined with a decline in G; 

(d.4) decline in X combined with an increase in G; 

Among these subcategories too, on the basis of the Gini coefficient, 
the policymaker may (incorrectly) prefer (d.1) and (d.3) to (d.2) and (d.4). 

Table 1 provides a summary of 84 cases (28 each for the rural, the 
urban, and the entire population), in respect of their temporal location and 
dominance categories (a), (b), (c), and (d), and subcategories (according to 
chenge in Gini coefficient) under each of them as mentioned above. The fol- 
lowing regularities emerging from Table 1 axe supplemented by comments 
based on the more detailed table in Tendulkar and Jain (1995). 
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First, the largest number of inconclusive cases exhibiting restricted 
FGT* dominance (belonging to category (d)), appear in the 1970s with three 
rural, five urban, and four cases (entire population) out of the total number 
of six comparisons each. There is only one rural case (1987/1988 compared 
wita 1986/1987) in this category (d) from the 1980s. In this case, deteriora- 
tior. in the severity of poverty is confined to the top four percent of the rural 
population (arranged in ascending order of MPCTE). However, in all the 
three rural cases from the 1970s (1972/1973 and 1977/1978 compared with 
1970/1971, and 1977/1978 compared with 1973/1974), the fractile groups cov- 
ering 6 to 99 percent of the population (arranged in ascending order of 
MPCTE) experienced deterioration in the severity of poverty. Among the five 
urban cases (1973/1974 and 1977/1978 compared with both 1970/1971 and 
1972/1973, and 1977/1978 in comparison with 1973/1974) of this category, in 
three cases bottom fractile groups suffer and top ones do not, whereas in the 
remaining two cases, the situation is reversed. For all four cases in the 1970s 
relating to the entire (rural plus urban) population and falling into this cate- 
gory (d), 6 to 97 percent of the population (arranged in ascending order of 
MPCTE) suffer increased severity of poverty. 

Second, unambiguous improvement in both poverty and social wel- 
fare was indicated by the unrestricted first order dominance test in as many 
as 20 cases for the rural, 21 cases for the urban, and 22 cases for the entire 
population, out of 28 cases each. Notice that the largest number of such 
cases in category (a) appear in the 1980s rather than in the 1970s. There are 
a total of six cases of comparisons each in the 1970s and the 1980s. In the 
1980s, five out of six cases appear in this category for both the urban and the 
entire population in contrast to none and one respectively out of the six com- 
parisons in the 1970s. For the rural population, there are two cases each in 
the 1970s and the 1980s. Across the two decades, there are 16 cases (Table 1, 
columns (10) to (12)) and all of them fall in category (a). Thus, each year of 
the 1980s dominated over each year of the 1970s under the most robust cri- 
terion, indicating unambiguous improvements in both poverty and social 
welfare. 

Third, the unrestricted PGI dominance in combination with re- 
stricted HCR dominance (category (b) in Table 1) also appears more fre- 
quently in the 1980s than in the 1970s. 

To recapitulate, it should be obvious that, compared with the 1970s, 
the doubling of annual growth rate of real per capita GDP in the 1980s was 
more frequently associated with improvements in both the poverty and the 
social welfare situation. 

It would be interesting to compare these conclusions based on domi- 
narce criteria with those which would emerge if policymakers were to judge 
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equitable distributional outcome on the basis of a decline in Gini coefficient, 
the Gini criterion. Notice that the dominance criteria, being based on the 
comparison of the entire distribution, provide a rational basis for the ranking 
of two situations, whereas the Gini criterion, being based only on a summary 
measure of relative inequality, does not. 

Let D-A and D-R stand for acceptance and rejection of a later time- 
point in pairwise comparison in terms of occurrence and nonoccurrence of 
equitable distributional outcome as judged by the dominance criteria.” 
Similarly, let G-A and G-R stand for acceptance and rejection of a later time- 
point in pairwise comparison in terms of occurrence and nonoccurrence of 
equitable distributional outcome as judged by the Gini criterion. The case 
presented in Table 1 can be regrouped so as to obtain their two-way classifi- 
cation, i.e., (D-A, D-R) against (G-A, G-R). Here we present all cases relat- 
ing to the rural, urban, and entire population, while retaining their temporal 
location types. These are presented in Table 2. Notice that two possible 
errors can arise. A comparison gets rejected on Gini criterion while it should 
have been accepted on dominance criteria (D-A, G-R). Conversely, a com- 
parison gets accepted on the Gini criterion whereas, in fact, it should have 
been rejected on the dominance criteria (D-R, G-A). The results of Table 2 
warrant the following conclusions. 

Among 71 cases (out of 84) exhibiting unambiguous equitable out- 
comes as indicated by dominance results, 32 comparisons were consistent 
with a rise in relative inequality as reflected in the Gini coefficient (D-A, G-R 
combinations). Thus, these 32 cases exhibited unambiguous improvements in 
both the poverty and the social welfare situation, despite a widening of rela- 
tive inequalities. Among these 32 cases, 23 involved comparisons of time- 
points in the 1980s with those of the 1970s. Dominance criteria lead to the 
acceptance of 6 out of 18 comparisons in the 1970s, 17 out of 18 in the 1980s, 
and all the 48 comparisons of the 1980s with the 1970s (Table 2, last column 
lines 1, 4, and 7). Thus, dominance criteria indicate a higher frequency of 
equitable distributional outcomes in the 1980s than in the 1970s. In contrast, 
under the Gini criterion, 10 comparisons each in the 1970s and in the 1980s 
would be acceptable, so that in terms of the frequency of equitable outcomes, 
the 1980s do not stand out in comparison with the 1970s. Furthermore, 23 
out of 48 cases involving timepoints in the 1980s in comparison to those in 
the 1970s are rejected under the Gini criterion. In other words, on the basis 
of the Gini criterion, there was nothing to choose between the two decades in 
terms of the frequency of equitable distributional outcomes. The Gini crite- 





11. We take D-A to cover cases satisfying dominance criteria (a) to (c) and the remaining incon- 
clusive cases indicated by dominance criterion (d) falling under D-R. 
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Table 2: Two-way Classification (with Reference to Dominance Criteria 
and Gini criterion) of Number of Pairwise Comparisons 








S1. G 
No. D G-A G-R Total 
a1 (2) (3) (4) (5) 
(A) Within the 1970s 
1 D-A 5 1 6 
2 D-R 5. 7 12 
3 Total 10 8 18 
(B) Within the 1980s 
4 D-A 9 8 17 
5 D-R 1 0 1 
6 Total 10 8 18 
(C) 1980s in comparison with 1970s 
7 D-A 25 23 48 
8 D-R 0 0 0 
9 Total 25 23 48 


Notes: (1) D stands for dominance criteria explained in text. 
(2) G stands for the Gini criterion explained in text. 
(3) A and R stand for acceptance and rejection of a later time-point in pairwise com- 
parison in terms of occurrence and nonoccurrence of equitable distributional out- 
come judged by the given criterion. 


rion thus reverses the inference on the growth-equity connection indicated 
by the more rational dominance criteria (based as they are on the compari- 
son of the entire size distribution in the two situations). 

What would happen if policymakers were to adopt a more stringent 
criterion for judging the equity, namely, a rise in mean income as well as a 
reduction in Gini coefficient? Among the cases accepted under the Gini cri- 
terion, three would be rejected (Table 1, line 11, columns (5) and (6)) under 
the stringent criterion. All the three rejected cases being in the 1970s, this 
stringent criterion would give the 1980s an edge over the 1970s in terms of a 
greater number of accepted cases. This would bring his judgment nearer to 
the dominance criterion. However, in terms of the individual comparisons 
going wrong (namely, cases under (G-A, D-R) plus (D-R, G-A)), the judgment 
would still go wrong in as many as nine cases in the 1980s compared with 
three cases in the 1970s. 

It is not suggested that policymakers would be as naive as reflected 
in their opting for the Gini criterion or its more stringent version. Neverthe- 
less, these criteria do capture the broad mindset of suspicion of rapid eco- 
nomic growth associated with a rise in relative inequality, which needs revi- 
sion in the light of the more appropriate dominance criteria. 
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‘One final point needs to be highlighted from the results of Table 2. 
Notice that out of the 18 pairwise comparisons in the 1980s (which is charac- 
terized by faster growth than in the 1970s), as many as 17 indicated accep- 
tance under the dominance criteria (line 4 of Table 2). Nine of these 17 cases 
showed a decline in relative inequality. Similarly, 25 out of the total 48 cases 
involving comparisons of time-points from the 1980s with those from the 
1970s also showed a decline in relative inequality (line 7 of Table 2). In other 
words, contrary to the widely held perception erroneously attributed to 
Kuznets (1955), the faster growth of the 1980s was not always unequalizing 
in character. The cases mentioned above constitute a happy combination of 
rapid growth and a reduction in relative inequality in the Indian context. 


Recapitulation and Concluding Observations 
We start with a brief summary of our empirical findings. 


° Out of the total of 28 possible pairwise comparisons each for the ru- 
ral, the urban, and the entire (rural plus urban) population, unambi- 
guous improvement in both poverty and social welfare emerged in as 
many as 20 (rural), 21 (urban), and 22 (entire population) cases. 
They were based on the weakest possible restrictions both on the 
class of poverty measures and on the class of admissible social wel- 
fare functions. They appeared more frequently in the 1980s than in 
the 1970s. Each year of the 1980s marked a distributional improve- 
ment over each year of the 1970s. Many of the cases of improvement 
involved worsening of relative income inequalities. 

. At the other extreme, the largest number of inconclusive cases 
(involving restricted FGT* dominance) appeared in the 1970s. They 
included three (rural), five (urban), and four (entire population) out 
of the total of six possible comparisons. In contrast, only one (rural) 
case in this category came from the 1980s and, in this case too, the 
worsening of severity of poverty was confined only to the top four 
percent of the population. 


. The unrestricted PGI dominance in combination with Jena HCR 
dominance appeared more frequently in the 1980s than in the 1970s. 
. We also carried out an exercise to check the consistency in judging 


equity on the basis of (a) dominance criteria, (b) reduction in Gini co- 
. efficient only, and (c) increase in mean income as well as a reduction 
in Gini coefficient. Being based on the comparison of entire size dis- 
tributions, we argued that (a) constitutes the most comprehensive 
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evidence for the occurrence of equitable distributional outcome, 
whereas (b) and (c) may be looked upon as rules of thumb for judging 
equity. While the 1980s outshine the 1970s in terms of more equita- 
ble outcomes on the basis of (a), this very important conclusion does 
not follow on the basis of (b), and holds only weakly on the basis of (c). 


It should be obvious that, judging by the Savant and social welfare 
orcering criteria, the doubling of the annual growth rate of real per capita 
GDP in the 1980s was associated with more equitable outcomes despite the 
worsening of relative inequalities in certain cases (especially for the urban 
population) than the slower growth of the 1970s. In other words, the appre- 
hensions expressed by the radical intelligentsia about the inequitable distri- 
buzional outcomes expected to be associated with a faster rate of growth 
were not borne out by experience. Just as certain cases in the 1980s were 
associated with a widening of relative inequalities without proving inequi- 
tovs, the remaining cases in the 1980s indicating dominance constituted a 
happy combination of rapid growth, decline in relative inequalities, and im- 
provement along the equity dimension. It is thus equally important to high- 
light the fact that the doubling of the growth rate in the 1980s compared 
with the 1970s was not unequalizing all the time. The Indian case in the 
1980s is thus consistent with the international experience surveyed recently 
by Fields (1995). 

Critics of the rapid but unequalizing growth thesis may argue that, 
in zomparison with the 1970s, the 1980s were marked by the greater role of 
government policies focused on direct antipoverty programs and it was these 
policies that reversed the inequitable outcomes associated with faster 
grcwth. While increased emphasis on antipoverty policies certainly coincided 
with a higher rate of economic growth in the 1980s, the impact of centrally 
iniziated direct antipoverty programs has been found to be limited in terms 
of zoverage even for the rural population (Tendulkar, Sundaram and Jain 
1993, Ch. 5 and 6). It is ad hoc public works programs combined with com- 
foriable public stocks of foodgrains in years of agricultural dips which seem 
to alleviate rural poverty more effectively (Tendulkar and Jain 1994). The 
second plank of the antipoverty strategy, the public distribution system 
(PDS), was connected to the growth process, as it could not have been main- 
tained without higher and more stable agricultural growth in the 19808. 
There were no public works or other antipoverty programs for the urban 
population. Moreover, PDS in urban areas was universal and hence not spe- 
cifically targeted toward the poor. It is also known that employment growth 
in the organized industrial sector in the 1980s was negative (Ahluwalia 
1991). Consequently, improvements in the urban poverty and welfare situa- 
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tion in the 1980s could not have been brought about in the absence of accel- 
erated growth rate and the resulting employment generation in the urban 
informal sector where the urban poor are concentrated. It is important to 
note that the equitable distributional outcomes emerged for the urban 
population despite descriptively adverse movements in the urban relative 
inequalities. The role of the faster rate of economic growth in general and 
foodgrains output growth in particular should thus be obvious in bringing 
about distributionally more favorable outcomes in the 1980s compared with 
the 1970s. 

What lessons can we draw for development policies? Contrary to 
earlier perceptions, the widening of relative inequalities, if accompanied by 
rapid economic growth in the sense of rapid expansion of productive capacity 
and its effective utilization, need not necessarily lead to a deterioration in 
either poverty or social welfare. Introspection seems to be clearly warranted 
regarding the instinctive suspicion in the minds of policymakers and the 
radical intelligentsia of rapid growth as well as rising relative inequalities. 
In the same way, it is also important to emphasize, on the basis of a priori 
reasoning as well as empirical evidence, that rapid economic growth need 
not always be unequalizing in character. The basic point is that, just as it is 
wrong to treat every increase in relative inequalities as inequitous, it is 
equally wrong to regard rapid growth to be always unequalizing. Finally, 
only rapid economic growth can play an enduring instrumental role" in the 
alleviation of poverty in low income, densely populated agricultural econo- 
mies. Redistributive government action, if undertaken at the considerable 
cost of growth, is unlikely to be sustained and effective. This is more likely to 
be the case where per capita GDP is low and the poor population forms a 
significant proportion of the total population (Srinivasan 1977). The argu- 
ment for rapid growth is further reinforced in an open democratic system of 
government which rules out radical changes in production and distribution 
processes, and where the development path has necessarily to be based on 
consensus, gradualism, and noncoercive means." 





12. This was precisely the role that was assigned to rapid economic growth i ina study carried out 
by the Perspective Planning Division (1962, 1974) more than 30 years ago. 

- 13. "When incomes are rising, the objectives of growth.and social justice are easier to rionale, 
In undis of relative stagnation, however, the progress toward these objectives is beset with very 
considérable corres Barticularly i in the context of a i derhocratic parliamentary system of Govern: 
ment" (GOI 1968, 21). - - : , ; ] i 
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Appendix A 


Formal Presentation of Poverty 
and Social Welfare Ordering Criteria 


Drawing on Foster and Shorrocks (1988a, 1988b), we define the cri- 
teria for ordering two (entire) size distributions of income in terms of pov- 
erty. For this purpose, we denote X, and X, to be the two size distributions. A 
given poverty measure with subscripts 1 or 2 indicates that it has been cal- 
culated for distributions X, or X,. Notice that since each poverty measure is a 
function of the exogenously given poverty line z, the ordering criteria involve 
varying the poverty line z parametrically between the minimum and maxi- 
mum values of income for the two distributions. 

The unrestricted first order dominance or the unrestricted headcount 
ratio dominance (UHCRD) is given by 

HCR (z) is no higher than HCR,(z) for all z, and 
HCR (2) is lower than HCRE.(z) for at least some z (A1) 

Atkinson (1987) has proved that this dominance holds for a more 
general class of poverty measures which satisfy reasonably mild conditions. 
Dominance holds not only for headcount ratio, but also for the class of poverty 
measures that is continuous, separable, symmetrical, and weakly monotonic. 

When conditions (A1) are violated, we get restricted HCR dominance 
(RHCRD). In such situations, the ordering criterion is provided by the unre- 
stricted second order dominance or unrestricted PGI dominance (UPGID), 
given by the conditions 

PGI (z) is no higher than PGZ,(z) for all z, and 

PGI (2) is lower than PGI,(z) for at least some z (A2) 
In turn, when conditions (A2) are violated, we get restricted PGI dominance 
(RPGID). In such situations, the ordering criterion consists in applying the 
more stringent test for the unrestricted third order dominance in terms of 
FGT* or unrestricted FGT* dominance (UFGT"D), given by the conditions 

FGT,*(z) is no higher than FGT;*(z) for all z, and 

FGT,*(@) is lower than FGT,*(z) for at least some z (A3) 

The intuitive meaning of conditions (A1) to (A3) is that the dominat- 
ing distribution exhibits lower poverty in terms of the measures HCR, PGI, 
and FGT* respectively, at each possible value of the poverty line z varying 
parametrically over the entire range of income. 

It should be obvious that UHCRD, UPGID, and UFGT*D involve 
progressively more stringent conditions with reference to the admissible 
class of poverty measures. 
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Foster and Shorrocks (1988a, 1988b) prove the following equivalent 
results for dominance in terms of social welfare functions (SWF) satisfying 
plausible properties incorporating the concept of equity (see Section IT on 
page 4 for discussion and interpretation of these properties). The first order 
dominance in terms of HCR in the unrestricted domain implies agreement 
among all SWF which satisfy symmetry and monotonicity conditions. 

The second order dominance in terms of PGI in the unrestricted do- 
main implies generalized Lorenz dominance (Shorrocks 1983) and hence 
agreement among all SWF exhibiting symmetry, monotonicity, and equality 
preference. 

The third order dominance in terms of FGT* in the unrestricted do- 
main implies agreement among all SWF satisfying symmetry, monotonicity, 
equality preference, and transfer sensitivity conditions. 

It has been shown that the unrestricted first order dominance im- 
plies but is not implied by the unrestricted second order dominance, which in 
turn implies but is not implied by the unrestricted third order dominance. 


Lo 
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Appendix B 


Table B.1: Exponential Trend Growth Rates Poeti 
over the 1970s and 1980s 


Exponential Trend Growth Rate 











S1 (percent per annum) DER 
No. Variable 1970/71 to 1980/81 1980/81 to 1990/91 
(1) (2) (3) p: (4) 
1 Gross Domestic Product (GDP) 3.38 5.32 
at factor cost (0.9344) ' (0.9897) 
2 Per Capita GDP at factor cost 1.12 3.18 
(0.6003) (0.9709) 
3 Total Population 2.26 2.14 
4 GDP Originating in Agriculture 1.80 _ 3.08 
(0.5613) (0.8608) 
5 GDP Originating in Nonagriculture 4.45 6.59 
(0.9797) r (0.9971) 
6 Aggregate Private Final Consumer 3.33 4.35 
Expenditure (PFCE) (0.9391) (0.9910) 
7 PFCE Per Capita ` | 107 2.21 
8 Index Number of Agricultural Output 2.24 | 8.28 
(1967-68 to 1969-70=100) (0.5724) (0.8125) 


Notes: (1) The National Accounts-based variables (S1. Nos. 1 to 7 except 3) are measured at con- 
stant 1980/1981 prices. 
(2) In deriving the trend growth rate of PFCE per capita (Line 7), we have used the im- 
plicit trend growth rate of population given in Line 3. 
(3) Figures in brackets indicate squared correlation coefficient for the semi-log trend 
equation on time. This is used as the descriptive indicator of the extent of stability for 
the (descriptive) trend annual growth rate over the underlying entire period. 


Souzces: 
(1) Central Statistical Organisation (1992), for 1970/1971 to 1980/1981. 
(2) Central Statistical Organisation (various years), for 1980/1981 to 1990/1991. 
(3) Ministry of Finance (various years), for Line 8. 
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Appendix C 


Data Sources and Computation Procedures 


This study uses the grouped data available from the published re- 
ports of the National Sample Survey (NSS) relating to all the eight rounds 
between 1970 and 1989 in which information on household consumer ex- 
penditure was collected. 


Table C.1: Description of Data Sources 








S1. NSS Abbreviation for 
No. round Survey period survey period Data source 
a) (Q2 (3) (4) (8) 
1 25th July 1970 - June 1971 . 1970/1971 NSS Report No. 231 
2 27th Oct 1972 - Sept 1973 1972/1973 Sarvekshana II(8), Jan 1979 
3 28th Oct 1973 - June 1974 1973/1974 Sarvekshana Y(1), July 1977 
4 32nd July 1977 - June 1978 1977/1978 Sarvekshana IX(8), Jan 1986 
5 388th Jan 1983 - Dec 1983 1983 Sarvekshana IX(4), Apr 1986 
6 42nd July 1986 - June 1987 1986/1987 Sarvekshana XII(4), Apr-June 1989 
7 48rd July 1987 - June 1988 1987/1988 Sarvekshana XV(1), July-Sept 1991 
8 44th July 1988 - June 1989 1988/1989 Sarvekshana XIV(3), Jan-Mar 1991 





Table C.1 gives the NSS round number, survey period of each round, 
the published sources from which the data have been drawn, and the abbre- 
viation used for each survey period. 

Information available from the NSS reports provides the distribu- 
tions of the rural and urban population according to prespecified ranges of 
absolute monthly per capita total expenditure (MPCTE) and mean MPCTE 
within every given range. To derive the MPCTE for prespecified fractile 
groups of population (arranged in ascending order of MPCTE) for each round 
of NSS, we have used the general interpolation procedure suggested by 
Kakwani (1976). This procedure of Kakwani consists in fitting a third degree 
polynomial concentration curve within each fixed class interval of MPCTE 
except the first and the last open-ended class intervals, where Pareto-type 
curves are fitted. We have generated a detailed size distribution for each 
year according to 24 fractile groups specified in percentage units, namely, 
0.0 to 1.0, 1.0 to 2.5, 2.5 to 5.0, 5.0 to 10.0, 10.0 to 15.0, ..., 85.0 to 90.0, 90.0 
to 95.0, 95.0 to 97.5, 97.5 to 99.0, 99.0 to 100.0. For each of these groups, we 
have developed consumer price indices (CPD with 1970/1971 = 100 for all the 
eight years considered in this study (for details, see Jain 1989 and Tendul- 
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kar and Jain 1992). These indices assume that prices faced by different 
fractile groups are the same but the budget shares and hence, weighting 
diagrams differ across fractile groups. It is a known fact that for cereals, 
quality and hence prices may differ across fractile groups. In the absence of 
relevant data, this aspect could not be incorporated into the construction of 
the fractile group-specific consumer price indices. Using these consumer 
price indices, we get the price-adjusted size distributions (in terms of 24 
fractile groups) at constant 1970/1971 prices for the eight years, separately 
for the rural and the urban population. Using (a) the urban versus rural 
consumer price differential for 1970/1971, assumed to be same for each 
fractile group, and (b) the rural-urban population weights in a given year, 
we derive the all-India fractile group-specific mean MPCTE for the entire 
(rural plus urban) population for that year at 1970/1971 rural prices. These 
price-adjusted fractile group-specific mean MPCTE for the 24 fractile groups, 
for eight time-points and for each of the three population types, are not re- 
porzed in order to conserve space. However, interested readers may refer to 
Appendix tables A.2, A.3, and A.4 of our recent study (Tendulkar and Jain 
1995). PR 

For the two years 1977/1978 and 1988/1989 (urban), data adjustment 
was deemed necessary for the open-ended top MPCTE class. The reasons 
along with the methods used are spelled out in Jain and Tendulkar (1989) 
and Tendulkar and Jain (1992). The results in this paper are based on the 
adjusted size distributions. 

As noted in Section II, for examining the poverty and social welfare 
ranking over two given time-points, we apply the unrestricted first, second, 
anc third order dominance conditions. For this purpose, we are required to 
obtain for each of the two time-points the headcount ratio curve HCR(z), 
poverty gap index curve PGI(z), and FGT* curve FGT*(z), by parametrically 
varying the poverty line z over the range MPCTE in the year 1970/1971. For 
this purpose, we take a set of 26 poverty lines at 1970/1971 prices covering 
prartically the entire population at each time-point. The general interpola- 
tior procedure of Kakwani (1976) is then employed to obtain the real size 
distribution for each year with 26 values of the poverty line constituting the 
uprer terminal values of 26 successive class intervals of MPCTE. This, in 
turn, is utilized to work out values of HCR(z), PGI(z), and FGT*(z) corre- 
Sponding to the same set of 26 different values of the poverty line z, for each 
of tne eight time-points. This is done separately for the rural, the urban, and 
the entire (rural plus urban) population. 

We may note that our comparisons of size distributions of the price- 
adjusted average MPCTE over time for the same fractile group, do not refer 
to the identical set of households but to the same set of identically rank- 
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order-situated households, ranked according to the level of MPCTE during 
the survey period. This is because NSS is a nonpanel, sample survey. We 
are, in effect, comparing the real living standards in average terms of the 
same rank-order-situated population which happens to be located in a given 
fractile group over time. This is in line with the symmetry assumption in the 
social welfare function specified in the analytical results on welfare domi- 
nance. 
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Post-Uruguay Round Issues 


for Asian Developing Countries 
T. N. Srinivasan 





Abstract. This paper looks at some of the emerging issues since the conclusion of the 
Uruguay Round (UR) in the world trading system from the perspective of developing 
countries in Asia. Two important issues are the linking of trade and the environment, and 
the proposed "social clause" to the WTO charter relating to labor standards. The author 
suggests that developing countries should resist the linking of market access to performance 
in nontrade-related areas and, in particular, the inclusion of the social clause. Concern is 
raised that the commitment to the phaseout of the Multi-Fibre Arrangement (MFA) might be 
reneged and MFA recreated in effect through antidumping and safeguard measures. 
Potential problems with the UR agreement on these measures and the dispute settlement 
meckanism are presented. Institutional reforms in developing countries related to global 
integration and issues of transparency and corruption are addressed. A brief discussion of 
the potential danger for the WTO from proliferating preferential regional trading 
arrangements follows. Finally, the implications of the global trading system of recent US 
legislation are touched upon. Remarks on the proposal to negotiate a multilateral investment 
code under the aegis of the WTO conclude the paper. 





he Final Act embodying all the multilateral and plurilateral agree- 

ments of the Uruguay Round (UR) of Multilateral Trade Negotiations 

(MTN), the latest, eighth, and most ambitious of a series of such ne- 
gotiations under the auspices of the General Agreement on Tariffs and Trade 
(GATT), was signed on 15 April 1995 in Marrakesh, Morocco by ministers 
representing 124 governments and the European Community. These agree- 
ments extended multilateral rules and disciplines to trade in services, trade- 
releted aspects of intellectual property rights, and investment measures. 
They also brought trade in agriculture and textiles back to the GATT. The 
Final Act included the decision to establish a formal organization called the 
World Trade Organization (WTO) “to provide the common institutional 
framework for the conduct of trade relations among its members in matters 
releted to the (Uruguay Round) agreements” (GATT 1994, 6). The ministe- 
rial representatives affirmed in their declaration that “the establishment of 
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the World Trade Organization (WTO) ushers in a new era of global economic 
cooperation, reflecting-the widespread desire to operate in a fairer and more 
open multilateral trading system for the benefit and welfare of their peoples” 
(GATT 1994, iv). 

The WTO, which subsumed the GATT, came formally into being on 
1 January 1995. As of 26 July 1996, it had 123 members and 29 more were 
negotiating to join (WTO 1996a, 16). A ministerial conference of representa- 
tives of all the members of the WTO is its decision making body. It has to 
meet at least once in two years. The first ministerial conference is scheduled 
to meet in Singapore in December 1996. In his fourth annual Sylvia Ostry 
lecture, Renato Ruggiero, WTO Director-General described the achievements 
of the WTO during its first 18 months of existence as “a picture of light and 
shadow, of commitments implemented and others which remain still unfin- 
ished business” (WTO 1996b, 4). While a good start has been made in the 
implementation of the UR agreements, he rightly stressed that there was no 
room for complacency. 

Among the pictures of light is the functioning of the more effective and 
credible (compared to that of the GATT) dispute settlement mechanism 
(DSM) of the WTO. Since the start of the WTO, 50 complaints (18 initiated 
by the US) came before the Dispute Settlement Body (DSB), and ten or so 
disputes have been settled at the stage of mutual consultation among dispu- 
tants. Regrettably, the US, while proclaiming its intention to bring its auto 
parts dispute with Japan before WTO’s DSM, in fact failed to do so. Fortu- 
nately, that dispute was settled by the two parties, and even more signifi- 
cantly, the US has taken the complaint of Kodak of US against Fuji of Japan 
regarding the latter’s practices in the Japanese market to the DSB. Also, the 
US has decided to accept the ruling on its appeal to the Appellate Body of the 
DSM, upholding the finding of the panel that investigated Venezuela’s 
compliant about US standards for reformulated and conventional gasoline. 
Unlike the situation that prevailed under GATT, several developing coun- 
tries have chosen to take their complaints against some developed countries 
to the DSB of WTO. All these augur well for the DSM of WTO. 

The “shadows” to which Ruggiero referred are the four sectors on which 
there was a commitment to continue negotiations after the conclusion of the 
UR: financial services, movement of natural persons (i.e., those who provide 
services), basic telecommunications, and maritime transport. In July 1995, 
the negotiations on financial services ended with partial success, viz. an 
agreement without the participation of the US. As in all such GATT-WTO 
negotiations, each participant makes an "offer" or "concession" of measures 
liberalizing access to its market. The US found the package of offers made by 
others unsatisfactory, and decided to withdraw its offer and not to submit 


1. 
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any offer on future access to its market. The telecommunications negotia- 
tions adjourned on 30 April 1996 without a final agreement, again because 
the US found the offers of others unsatisfactory. Negotiations are to resume 
in 1997 starting from results achieved as of 30 April 1996. The US decision 
came at the final days of negotiations and is seen by many as the result of 
lobbying by Motorola. With respect to maritime transport, the US did not 
even make an initial offer and the negotiations have been postponed to year 
2000." As to be expected from the WTO Director-General, Ruggiero chose not 
to view these cases as outright failures, since, in his view, their remaining 
unsettled at the end of the UR must mean that “they must be considered 


.hardest cases. It is thus no wonder if they could not be settled in one further 


attempt”! (WTO 1996b, 4). Whether these “shadows” should be viewed as 
temporary setbacks or whether they constitute the first cracks that will 
eventually undermine five decades of steady progress since the end of the 
Second World War on the road toward an open, free, and multilateral trad- 
ing system, remains to be seen. It is also the case that some developing coun- 
tries feel that they are not ready to open their markets to international 
competition in these areas and might welcome the delay, though, in the long 
run, they are also likely to be losers if there is no agreement. 

Lawrence et al. (1996) argue that the sharp differentiation between do- 
mestic and international policies related to the barriers at the borders of a 
country (e.g., tariffs, quotas, and exchange rates) made sense when the bar- 
riers at the border were high. The exercise of sovereignty over domestic 
policies without regard for effects on other nations did not then lead to seri- 
ous conflicts. Thus, MTN for the reduction of at-the-border barriers could 
take place, and agreements were reached while leaving domestic policies 
pretty much alone, except for the requirement of national treatment, viz. 
that once a foreign good or enterprise entered the barriers, it was not dis- 
criminated against relative to its domestic counterpart in the application of 
domestic policies. 

Eight rounds of MTN have virtually eliminated barriers at the border 
for most goods in industrialized countries. Since the 1980s, many developing 
countries have also been engaged in a process of opening up their economies 





' 1. It is no surprise that domestic political considerations, particularly with a presidential elec- 
tion in 1996, had a lot to do with this outcome. According to David Sanger (New York Times 8 October 
199€, 1), "It took six years and endless arm-twisting for American trade negotiators to persuade Japan, 
Republic of Korea and nearly every European nation to end one of the biggest forms of corporate wel- 
fare in the world: billions of dollars in government subsidies for shipbuilders. The subsidies, American 
shipbuilders said, were making it impossible for them to compete and could cost thousands of jobs in 
shipyards from Maine to California. But nearly two years after the deal was struck, and just as most 
subsidies: were supposed to be cut off, the entire deal unraveled when Democrats.and Republicans in 
Congress, only weeks from the election, realized that the United States would also have to cut off its 
subsidies for American shipbuilders." 
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and reforming their structures. The debt crisis of the early 1980s, that was 
in large part associated with syndicated loans from commercial banks, seems 
to have become a distant memory. There has since been a phenomenal 
growth in flows of direct and portfolio investment from foreign investors into 
developing countries, with private:flows vastly exceeding official capital 
flows (bilateral and multilateral in the early 1990s). Syndicated commercial 
bank lending has virtually disappeared. There were three other relevant de- 
velopments, two economic and one political. The economic ones were the in- 
creasing concern around the world over environmental degradation 
(particularly of the atmosphere and the seas) and the revolution in commu- 
nication and information technology. The political development of great con- 
sequence was the collapse of the Soviet Union and its satellites as well as the 
trend toward multiparty elections and democracy, not only in Russia and 
Eastern Europe, but also in the developing world. 

With border barriers virtually dismantled and capital markets getting 
integrated, the possible spillover effects of domestic policies, such as those 
relating to market structure (i.e., antimonopoly policies, environmental pro- 
tection, financial sector policies, etc.) have come to the fore in the interna- 
tional arena; with demands at a maximum for harmonization across 
countries of specific domestic policies at a minimum for an agreement, for 
example, on a “core” set of thresholds with respect to labor, environmental, 
or product standards. Significantly and ominously, there are proposals link- 
ing access to world markets to the meeting of core thresholds; in other 
words, for the use of trade sanctions against countries failing to meet the 
thresholds. 

Lawrence et al. (1996) set the alternatives before policymakers in rather 
dramatic terms: 


As the twentieth century comes to a close, three roads to the economic 
future lie before economic policymakers. They can rely on the historical 
policies of reducing at-the-border trade barriers, the agenda of shallow 
integration. They can seek to harmonize and reconcile national differ- 
ences, the agenda of deeper integration. Or they can reverse previous 
liberalization and reassert national autonomy. Which road today's 
leaders choose will shape the world in which their children and grand- 
children live (p. 104). l 


They identify three possible scenarios. In the first, which they term as “a 
world of the invisible hand”, harmonization of domestic policies will come 
about through market pressures in a world that is well integrated with 
respect to trade, financial, and technology flows. The second scenario of 
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“global fragmentation” is the obverse of global integration—it is a world in 
which the trend toward dismantling of barriers at the border is reversed 
and, in fact, such barriers are reerected. The third scenario termed “imperial 
harmonization” is one in which the economic superpowers such as the US or 
the European Union force harmonization.on the less powerful nations of the 
world. 5 

Lawrence et al. stress the desirability of achieving a global community 
of nations that in their view "balances openness, diversity, and cohesion". 
They argue that openness promotes competition, diversity encourages inno- 
vation and experimentation and ensures that varying national conditions 
and preferences are not ignored, while cohesion builds trust in one another 
as well as in international institutions. They suggest that a world of nation 
states organized around functional, regional, and global coordinating clubs 
will achieve such a balance. A functional club would be organized around 
single or related issues such as trade policy, antimonopoly policy, and envi- 
ronmental and labor standards. Regional clubs will simultaneously deal with 
several functional areas that are of interest to countries in a region. Finally, 
one or more international clubs or a club of clubs will coordinate functional 
and regional clubs, initiate new clubs, promote interaction, and settle dis- 
putes among clubs. 

While the characterization of Lawrence et al. in terms of a “trinity” of 
future options of policymakers, a “trinity” of possible scenarios of the future 
evolution of the global economy, and a "trinity" of clubs as possible solutions 
to emerging global problems may be overly dramatic and even simplistic in 
some respects, it nonetheless serves the useful purpose of highlighting the 
seriousness of some of the emerging issues. In what follows,'I will look at 
these issues and also add others not discussed by Lawrence et al. from the 
perspective of developing countries of Asia. The second section is devoted to 
the proposal to include a "social clause" relating to labor standards in the 
charter of the WTO. The issue of trade and the environment, on which a 
committee of the WTO is already in existence and functioning; is the topic of 
the third section. The fourth section airs concerns whether the Uruguay 
Round commitment to phaseout of the notorious Multi-Fibre Arrangement, 
governing the trade in textiles and clothing by the year 2005, will in fact be 
kert, and even if it is in a formal sense, whether in effect its restrictive fea- 
tures will be recreated through the use of WTO-consistent antidumping 
(ADM) and safeguard measures (SM). The fifth section critically looks at 
some potential problems with the UR agreement on ADM and SM as well as 
with the DSM. The sixth section briefly addresses institutional reforms in 
developing countries aimed at maximizing benefits from global integration 
and, in particular, issues relating to transparency and corruption which are 
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emerging as targets for international action. The seventh section briefly dis- 
cussés the potential danger for the future of the WTO from proliferating 
preferential regional trading arrangements. The paper also touches on the 
disturbing implications for the global trading system of some recent legisla- 
tion (the Helms-Burton and D’Amato-Acts) of the US. Brief remarks on the 
proposal to negotiate a multilateral investment code under the aegis of the 
WTO conclude the paper. 


Proposed Social Clause in the Charter of the WTO 


The demand that the charter of the WTO should include a “social 
clause” that would allow restrictions to be placed on import of products 
originating from countries not complying with a specified set of minimum 
labor standards was raised by the US and France after the painful and 
lengthy negotiations of the Uruguay Round had been completed, almost 
holding the negotiated agreement hostage. The agreement was signed, but 
not without an understanding that the topic of labor standards could be dis- 
cussed by the preparatory committee for the WTO. The minimum standards 
“typically include freedom of association, collective bargaining, prohibition of 
forced labor, elimination of exploitative child labor and non-discrimination” 
(Krueger 1996, 1). 

It is becoming clear, according to Ruggiero, that the issues of labor 
standards, environment, and employment “will be the big three issues, as\ 
will the integration of developing countries into the trading system” at the 
first Ministerial Meeting in December 1996 of WTO (International Herald 
Tribune 29 July 1996, 11). Even though Australia, Japan, and ASEAN na- 
tions have already expressed their opposition to the discussion of issues 
which are not specifically related to trade such as corruption and social 
clauses, US Secretary of State Warren Christopher has gone on record at the 
July 1996 meeting of ASEAN that the relationship between trade and labor 
standards would be one of Washington’s priorities besides the issue of illicit 
payments (i.e., corruption) at the Singapore meeting ` 

The deceptively appealing notion that lower labor standards in a coun- 
try relative to its trading partners confers it an unfair competitive advantage 
was already present in the charter of the International Trade Organization 
(ITO) negotiated by participant countries in Havana in 1948. Article 7 of the 
ITO stated that “The members recognize that unfair labor conditions, par- 
ticularly in the production for export, create difficulties in" international 
trade, and accordingly, each member shall take whatever action may be 
appropriate and feasible to eliminate such conditions within its territory” 


ce. 
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(Wilcox 1949, 233). The ITO did not come into being and the GATT treaty 
came to be applied through its Protocol of Provisional Application. Except for 
pronibition of trade goods made with prison labor, the articles of GATT did 
not deal with labor standards. Various administrations in the US, Democrat 
and Republican, have proposed the inclusion of a labor standards article in 
the GATT, unsuccessfully as it turned out, during several rounds of multi- 
lateral trade negotiations. Similar proposals have been made by political 
parties in national parliaments in several European countries and also in the 
European Parliament. 

The Employment, Labor and Social Affairs Cominittee and the Trade 
Committee of the Organization for Economic Cooperation and Development 
(OECD) undertook a Joint Study on Trade, Employment and Labor Stan- 
dards at the request of the ministers of member governments of OECD. A 
summary of the report (OECD 1996) points out that 





Since the end of the Uruguay Round, the issue of trade and labor stan- 
dards has come to the forefront of the policy agenda. The protracted 
rise in unemployment in many OECD countries and in wage inequality 
in some countries has led some observers to look for external explana- 
tions, including claims of unfair trade practices associated with compe- 
tition from firms that allegedly base their comparative advantage on 
low labor standards (p. 3, emphasis added). 


Rodrik (1996) states that such claims may be justified." 

It should be noted that the words “unfair”, “exploitative”, and “forced” 
are repeatedly invoked, though not defined with any’ operational precision, 
by most participants in the debate on labor standards: The OECD report re- 
fers to the argument that some labor standards not only reflect basic human 
rights and that all countries in the world should therefore adhere to them, 
bu: also observance of these standards can stimulate economic development 
ani, therefore, is in the interest of all workers and countries. What is more, 
observance could neutralize protectionist pressures, thus securing support 
for free trade. If this argument were to be true, other than for reasons of 
market or political failure, such labor standards ‘would be observed every- 
where! Indeed, the International Labor Organization (ILO), founded as long 





2. He argues that “some of the concerns that labor groups in advanced countries have over low 
labor standards in the developing world are justified ... Such standards can appropriately become a 
ma-ter for trade policy when they are viewed as unfair and exploitative by a wide segment, of society in 
the importing country ... the interests of the developing countries are better served by acknowledging 
the sources of resistance to some of their exports—and working around them—than by blithely repeat- 


ing the free-trade mantra” (Rodrik 1996, 4; emphasis added). 


H 
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ago as the conclusion of the First World War, has over the past 75 years 
adopted a series of conventions which set international labor standards." 

Nine of the ILO conventions are particularly relevant from the perspec- 
tive of labor standards. These relate to freedom of association such as right 
to organize (No. 87) and collective bargaining (No. 98); forced labor (No. 29) 
and its abolition (No. 105); nondiscrimination in employment and occupation 
(No. 111) and its remuneration (No. 100); employment policy (No. 122); 
minimum age of employment (No. 138); and tripartite (i.e., workers, employ- 
ers, and government consultation) (No. 144). Interestingly, not only OECD 
countries other than the US have ratified most of the nine conventions, but 
those two on freedom of association and forced labor and nondiscrimination 
have been ratified by all but a handful of countries who are members of ILO. 

The US is not only leading the campaign to include a social clause in the 
WTO, but has reportedly threatened to block agreement on the draft decla- 
ration to be adopted by trade ministers at their forthcoming Singapore 
meeting in December 1996 because the current text of the draft does not con- 
tain a reference to workers’ rights (Financial Times 1996f, 6). The Council of 
Economic Advisers (CEA) to the US President has advanced a sweeping 
claim of universality and eternity for what they deem to be core labor stan- 
dards viz. “freedom of association, the right to organize and bargain collec- 
tively, freedom from forced labor, and a minimum age for employment of 
children” (CEA 1995, 250) by arguing that they represent “fundamental hu- 
man and democratic rights in the work place, rights that should prevail in 
all societies whatever their level of development” (CEA 1995, 250). Ironically, 
the US has ratified only two of the nine conventions mentioned earlier, those 
on abolition of forced labor and on tripartite consultation (World Bank 1995, 
Table A4). According to Charnovitz (1995, 178), the US has not ratified the 
conventions on freedom of association and the right to organize, nor has it 
ratified any of the child labor conventions. He points out that the US has in 
fact been a party to only 12 ILO conventions, including five in recent years, 
and this i is the worst record of any major industrial nation. 

One of the few quantitative restrictions on imports that is GATT/WTO 
consistent is a ban on imports of products produced by prison labor. Indeed, 
People's Republic of China (PRC) has been accused of exporting such prod- 
ucts. If the ban as well as the accusation against PRC are based on the pre- 
sumption that competitive advantage gained by the use of involuntary 
prison labor is unfair, then what should one make of the activities of 





3. Some of the ILO conventions of the past reflect a dirigiste mindset and are counterproductive. 
They are not relevant and should perhaps be repealed. 


te, 
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UNICOR, a corporation wholly owned by the US Federal Government and 
run by the Bureau of Prisons in the US” It operates 100 factories, sells over 
150 products including "prescription glasses, safety eyewear, linens, mono- 
grammed towels, executive office furniture, bedroom sets, gloves, brooms 
and brushes of all kinds, even targets for target practice. They also make 
cables and electronic component parts for Army tanks, jet fighters, and the 
Patriot missile." Its gross sales in 1995 was around $500 million, of which 
wages paid to prisoners was about $35 million! According to Schwlab, 
UNICOR Assistant Director of Corporate Management, prisoners are “not 
covered by Fair Labor Standards Act, minimum wage laws. They don’t get 
retirement benefits, unemployment compensation, etc. They're workers, but 
they're not emplovees.” Besides publicly owned UNICOR, private industry 
has been attracted and allowed to operate within prisons, and as the owner 
of one such private company agreed, it was a fantastic deal all the way 
around and he liked “the financial advantages of a prison business, namely, 
getiing to hire the cream of the crop from a pool of cheap prison labor, not to 
mention the use of ... brand new air-conditioned factory space, rent free." 
The cost advantage of UNICOR and any private business operating with 
prison labor should be obvious. Yet, as the narrator of the story put it, with- 
out realizing the absurdity of the economic reasoning involved, 


Back in 1934, when Congress created UNICOR, it restricted its sales . 
to one and only one customer, the federal government. The reason: to 
prevent UNICOR’s cheap prison labor from undercutting private in- 
dustry in the commercial marketplace. But Congress also armed 
UNICOR with one big advantage: It gets first crack at the govern- 
ment's business, even at the expense of private companies competing 
for the same work. 


Clearly, the effect of any sale to government by UNICOR displaces what 
another producer, domestic or foreign, would have made! It is irrelevant that 
UNICOR is not allowed to export or sell to the domestic private sector. Yet 
those in the US and the OECD, who accuse less developed countries with 
lower labor standards than their own as engaging in social dumping, fail to 
see that the operation of UNICOR has the same effect! 





4. The description of the activities of UNICOR and the quotations in this paragraph are taken 
from the transcript of the program "60 Minutes" broadcast by CBS on 20 October 1996. (Transcript 
prepared by Burrelle's Information Services, Box 7, Livingstone, N.J.) 


10 Asian Development Review 


Proposals for a social clause often include a reference to the ILO.” An 
ILO Working Party on the Social Dimension of the Liberalisation of World 
Trade reached a consensus that it should not pursue the question of trade 
sanctions and that any discussion of the link between international trade 
and social standards, through a sariction-based social clause, should be sus- 
pended. Instead, consistent with ILO’s long tradition, the Working Party 
decided to look at ways to promote core labor standards through encourage- 
ment, support, and assistance and the means to strengthen ILO’s effective- 
ness in achieving this task. This makes eminent sense. 

Clearly, if there is no universal agreement on a minimum labor stan- 
dard or set of standards, from the fact that the prevailing labor standards in 
one society happen to be lower than those of another, it does not follow that 
the former is engaging in “unfair” practices or is “exploiting” its labor. This is 
the crux of the issue and not whether individuals “may have preferences not 
only over outcomes (their ‘consumption bundles’) but over the processes 
through which these outcomes are generated (Rodrik 1996, 32). No econo- 
mist, whether a specialist in trade or not, ever denied that individuals have 
ethical or moral values. However, none would claim that one set of values 
could be deemed superior to another. As such, to the extent preference over 
processes is an expression of such values, lack of recognition of such prefer- 
ences is certainly not “the gap that separates labor advocates from trade 
economists” (Rodrik 1996, 32). What separates the two is the lack of recogni- 
tion by some labor advocates, first, of the legitimacy of the differences in val- 
ues that often lead to differences in labor standards across societies. Second, 
they tend to underplay the possibility that consumers, by signalling through 
their market actions rather than through actions of their government, bring 
about changes in prevailing labor standards in theirs as well as in other 
countries. l 

Rodrik refers to Sen (1995) in the context of preference over processes. 
Sen’s discussion of processes or procedures critically examines the distinc- 
tion between consequentialist and deontological reasoning founded on proce- 





5. Such a reference, far from legilimizing the clause or providing a rationale for inclusion in the 
mandate of WTO, in fact 


... puts the Organization at this stage im a difficult situation. First, the ILO has not yet 
reached a political consensus of its ILO, constituents to identify clearly a core group of 
conventions or minimum standards—a kind of social charter—to be included in a social 
clause. Second, the ILO's supervisory mechanism is based on persuasion (i.e., on voluntary 
compliance with freely accepted international obligations) ... The ILO's supervisory 
mechanism was not designed to apply sanctions of any kind following non-compliance 
(Maier 1994, 13; emphasis added). 


i. 
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dural fairness. Dasgupta views procedural fairness as in effect consequen- 
tial:st because the fairness of a procedure “rests squarely on previous 
evaluation of its consequences” (Dasgupta 1993, 31). On the other hand, 
Rawls argues that “pure procedural justice obtains when there is no inde- 
pendent criterion for the right result: instead there is a correct or fair proce- 
dure such that the procedure has been followed” (Rawls 1972, 86). It is hard 
to see how either view is of any relevance to the gap that, in Rodrik’s view, 
separates labor advocates and trade economists. 

Generations of students have been taught, correctly, that having an op- 
portunity to exchange what one produces with one’s resources for what one 
consumes through trade is equivalent to adding another technology to the 
domestic production technology for transforming one’s resources for final 
consumption. From this self-evident proposition, Rodrik argues that since all 
governments in principle can, and do, regulate technological. choices in do- 
mestic production, “the concern over labor standards is just another manifes- 
tation of this principle” (Rodrik 1996, 32). Further, “free trade with a low- 
standard country would be no different than importing workers abroad-and 
allowing them to work under the same poor conditions” (p. 11). If a country 
proscribes “sweat shops” at home to prevent the erosion of labor standards 
elsewhere in the economy, it cannot engage in free trade and import goods 
produced in “sweat shops” abroad. 

These arguments are far from persuasive. First of all, government 
regulations operate not only with respect to labor standards, but also a 
whcle host of other factors that influence cost of production, such as building 
codes, zoning laws etc. The Rodrik principle applied to these imply that if a 
country prohibits certain types of structures (such as buildings that exceed a 
specified height) or the use of certain types of building materials within its 
territory, then free trade with, and importing the same product from, a 
country which does not have such regulations is no different than producing 


“the same product at home in a structure that does not meet the regulations. 


Thus regulations that affect the cost of production of any product at home, in 
principle, could induce home producers to call for restrictions on imports of 
the same product. A moment’s reflection is enough to convince oneself that 
this opens the door for attempts to offset comparative advantage of foreign 
producers by depicting it as arising from lax regulations relative to those 
prevailing at home. 

Second, one has to examine why, in the absence of regulations, com- 
petizive market equilibrium standards are likely to be lower. In an economy 
closed to international trade, if there is no market failure of any kind, and 
workers freely choose their industry/occupation, in equilibrium the wage 
structure will reflect available labor standards as well as the differences in 
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them across industries. As such, regulations that raise standards in effect 
create a disequilibrium and affect comparative costs. This is best seen in the 
case of some labor standard that is above its market clearing level in the ab- 
sence of regulations, such as the minimum wage in the organized manufac- 
turing and in the public sector in.some developing countries. As long as 
there is full compliance, clearly there will be an excess supply of labor to the 
sectors with the set minimum wage and thus a disequilibrium. Of course, by 
rationing jobs in some fashion, the excess supply is tackled. But the point is 
that, in the absence of market failure, a regulated minimum wage or labor 
standard raises the welfare of those who get the job at some cost to the rest 
of the economy. In this situation, the regulation setting the labor standard is 
simply a redistributive policy. If it is the only feasible policy that achieves a 
presumably socially desired redistribution, then any competition from im- 
ports to the products of the regulated sector will tend to reduce, if not un- 
dermine completely, the intended redistribution. In such a case, to maintain 
the desired redistribution, either import competition has to be restricted 
through trade barriers or the regulations have to be changed at an addi- 
tional cost to the rest of the economy. If the economy cannot affect its terms 
of trade, maintaining the intended redistribution is achieved at the cost of 
those who consume the products of regulated industry in the former case, 
and in the latter case, at the cost of all who are not employed in the regu- 
lated sectors. The cost of maintaining redistribution in the face of import 
competition will be lower in the latter case. Thus, if the only purpose of labor 
standard regulation is domestic redistribution, trade restrictions are not 
called for. 

It is not very difficult to construct theoretical examples of failures in the 
labor market and of the possibility of multiple equilibria, where the imposi- 
tion of labor standards could alleviate market failure or move the economy to 
a Pareto superior equilibrium. But the issue is not one of theory, rather its 
wide empirical relevance. Establishing the existence of a significant exter- 
nality empirically in a convincing and econometrically sound fashion is more 
difficult, and hence rarer, than assertions of such existence. Also, it is not 
enough to show that mandating labor standards would address the failure in 
labor markets. It has to be shown that there are no other more cost-effective 
means of addressing such failures. If everything else fails, a resourceful 
economist can always think up:an uninternalized “externality” and the re- 
sultant market failure! 

Krueger (1996) finds from his linear probability regressions that mem- 
bers of US Congress representing districts with relatively many unskilled 
workers, who are most likely to compete with child labor, are less likely to 
support a ban on imports made with child labor. He concludes from this 
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finding that lobbying in industrialized countries for linking market access of 
developing countries to their observance of labor standards does not neces- 
sarly represent disguised protectionism. But, by the same token, it is not 
necessarily a refutation of the claim that it does. First of all, if a representa- 
tive did not choose to cosponsor the Child Labor Deterrence Act of 1995, it 
does not imply his or her lack of support.for the legislation, although, to be 
fair, cosponsoring could be construed as indicating stronger support. Second, 
sinee the proportion of eligible voters who actually vote differs across popu- 
lation groups and the less educated and unskilled are less likely to vote, 
their interests might weigh less heavily in the decision of the representative 
to cosponsor or not Third, and most important, even if one accepts 
Krueger's econometric analysis as valid, as Krueger himself notes, his re- 
gressions suggest that those who support international labor standards are 
more likely to support protectionist policies more generally and that repre- 
sentatives from districts that have a higher rate of unionization are more 
likely to be cosponsors.’ 

The facts that support for labor standards in developed countries rests 
in part on genuine moral grounds or concern of citizens with children's wel- 
fare in developing countries, and the belief that “unfair” labor conditions 
particularly in export production create difficulties in international trade, 
are long standing, but do not mean that protectionism is not currently the 
driving force behind the demand for a “social” clause in the charter of the 
WTO. 





6. Whether or not Krueger's econometric estimates are biased for these reasons depends on the 
thecretical framework underlying the estimating equation. For example, consider a two-stage decision 
making by a representative. At the first stage, the representative decides whether he would vote for 
any legislation that might come up mandating international labor standards. If he decides he would 
not vote, there is no second stage. If he decides that he would vote, then there is a second stage 
decision whether he would be proactive and cosponsor such legislation or not. Under some specifica- 
tions of explanatory variables and distribution of error terms for each decision, a bias could arise in the 
estiznates. 

Also under certain circumstances, even politicians who ignore workers' interests might still vote 
for import restriction. For example, consider a specific factors model in which the capital in industries 
competing with imports of products from countries with low labor standards is specific to those indus- 
tries, and suppose a proportion (but not all) of the unskilled labor force is employed in those industries 
as well. Intensification of import competition in these industries will affect the interests of owners of 
specific factors adversely, while its effect on the welfare of unskilled labor is ambiguous. Suppose it is 
adverse. Then even politicians who ignore interests of labor would support import restriction in this 
case, since it protects the interests capital-specific to these industries. 

7. It is argued by some that it is extremely unlikely that union members stand to gain from a 
ban.on imports of goods made with child labor because almost all union members do not compete with 
chili labor. However, there is a slippery-slope argument on the other side. If the unions did not take a 
stand on one labor issue, viz. ban on imports of goods made with child labor, albeit one in which their 
members may not have a direct interest, their credibility and clout could be weakened on other issues 
in which their members have a direct interest. 
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First of all, this demand is presently being pushed with great vigor by 
major developed countries, when imports from developing countries are in- 
creasingly penetrating their markets. Second, there is a curious asymmetry 
in the contents of the proposed clause: they focus almost exclusively on those 
labor standards which are presumed to be "low" in developing countries and 
not on those equally plausible ones which are absent in many; but not all, 
developed countries. The asymmetry is unlikely, if the driving force 
behind the social clause is some universal moral concern with labor stan- 
dards. For example, along with the worker's right to unionize and bargain 
collectively, one might also include the right to be represented in the man- 
agement of firms, if not a right to a share in the firm's profits. To take 
another example, it is argued that many developing countries do not enforce 
their own laws such as those relating to compulsory schooling or labor stan- 
dards. By the same token many developed countries do not enforce their own 
laws on drug use as effectively as their resources would allow. Should the 
resources devoted to law enforcement, and given resource and information 
constraints, the issue of which laws a government chooses to enforce effec- 
tively and which it does not, become matters for international negotiations? 

The timing of the demand for and contents of the proposed clause, as 
well as the concern only with enforcement of a particular set of laws, viz. 
those relating to labor standards, all point to only one conclusion: that pro- 
tectionist interests have captured the drive for labor standards. It is ex- 
tremely essential that developing countries together with Australia, Japan 
and other like-minded industrialized countries take a firm stand at the Sin- 
gapore Ministerial Meeting against the inclusion of a discussion of labor 
standards in the agenda. 

Of course, excluding labor standards from the ambit of WTO does not 
mean the issue is neither important nor relevant for international fora. 
There is already an international forum for discussing it, the ILO. Even the 
ministers of EU seem to have realized this, when they decided to discuss la- 
bor standards at the Singapore Ministerial but only to stress that the ILO 
was the best forum for this (Financial Times 1996c, 4). However, the main 
reason why the issue is being pushed in the WTO, rather than the ILO, is 
that while the ILO has no enforcement mechanism for its conventions other 
than persuasion and technical assistance, in the WTO there is the possibility 
of the use of trade sanctions as a means of enforcement. Since trade meas- 
ures are not necessarily the best instruments of enforcement, a far better 
alternative than including a social clause in the WTO is to seek ways of en- 
hancing the enforcement capabilities of the ILO. Clearly, with substantial 
overlap in the membership of the two organizations, even without a social 
clause in the WTO, if a future ILO enforcement mechanism fails, the mem- 
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bera of ILO in their dual capacity as members of WTO as well could decide to 
use trade measures if necessary. 

Finally, there is the danger that if the issue of labor standards is not 
discussed in an appropriate multilateral forum such as the ILO, it will be 
taken up in other contexts such as bilateral, plurilateral, and regional trade 
agreements.’ For example, as part of the price to get congressional approval 
in the US of the North American Free Trade agreement, Mexico had to agree 
to & side agreement on labor and environmental standards. Since the start of 
the Uruguay Round, there has been a disturbing and unfortunate increase 
in zhe number of discriminatory regional trade agreements concluded, as 
well as proposed. Contrary to the expectation of some, the successful conclu- 
sion of the Round did not stop this trend, rather, there is some evidence of 
acczleration. Many developing countries are already members or eager to 
become members of such agreements. This eagerness might lead them to 
accept side agreements on labor standards that are not necessarily in their 
interest. 


Trade and the Environment? 


It is being frequently argued that fair trade or level playing fields 
constitute a precondition for free trade and that, therefore, harmonization of 
domestic policies across trading countries is necessary before free trade can 
be embraced to one's advantage. This argument is nowhere more manifest 
and compelling in its policy appeal than in the area of environmental 
standards. 


8. I should also mention here some unilateral actions. GATT allows developed countries to offer 
preferential access to their markets to developing countries under the Generalized System of Prefer- 
ences (GSP). The US and EU have conditioned the grant of such preferences to the observance by de- 
veloping countries of particular labor standards that the US and EU deem important. I should add, 
however, that whether or not its grant is conditional, GSP is the analogue of “crumbs from the rich 
mar’s table" which the developing countries could do well without. 

Recently, under intense pressure from the US which imports 60 percent of Bangladeshi gar- 
ments, and the ILO, a ban on the use of child labor in the Bangladeshi garment industry came into 
force on 1 November 1996. Under an agreement among Bangladesh Garment Manufactures and Ex- 
porters Association (BGMEA), ILO, and UNICEF, the industry will send 10,500 child workers to school. 
Each child will receive a stipend of $8 per month. The ILO, UNICEF, the US Government, and 
BGMEA will share the cost. Factories will be opened for international inspection and violators of the 
agreement will be fined. It is unclear whether the stipend merely covers the cost of schooling or it 
inclades compensation for lost income to the child's household. Clearly if it is the former, the. incentive 
for the parents to send the child to school rather than to work elsewhere is much less (Financial Times 
1998e, 24). 


9. This section draws on Bhagwati and Srinivasan (1996). 
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Both the general view that cross-country intra-industry (CCID) har- 
monization of environmental standards is required if free trade is to be im- 
plemented, and the specific proposals currently in vogue to implement this 
view are therefore in need of analytical scrutiny. In reviewing and assessing 
the demands for CCII harmonization:of environmental standards, it is cus- 
tomary to make a distinction of analytical importance between (i) environ- 
mental problems that are intrinsically domestic in nature; and (ii) those that 
are intrinsically international in nature because they inherently involve 
physical spillovers across national borders. 

Thus, if India pollutes a lake that is wholly within its borders, that is an 
intrinsically domestic question. If, however, she pollutes a river that flows 
into Bangladesh, that is an intrinsically international question. So are the 
well known problems of acid rain, ozone layer depletion, and global warm- 
ing. These latter, intrinsically international problems of the environment 
raise questions that interface with the trade questions both in common and 
in different ways from the former, intrinsically domestic problems. 

It has become commonplace among some environmentalists to assert 
that this distinction is of no consequence because the intrinsically domestic 
environmental problems are increasingly seen to have transnational im- 
pacts. Science has shown, for instance, that aerosol sprays are not just an 
environmental nuisance where used; they endanger the planet! But the fact 
that science seems occasionally to turn local (and partial-equilibrium) envi- 
ronmental impacts into transnational (and general-equilibrium) impacts, is 
no proof that the former are an empty set. We should not be deterred there- 
fore from using this important conceptual distinction. 

It would seem, at first glance, that at least the intrinsically domestic 
environmental problems should be matters best left to governments, to do- 
mestic solutions and within domestic jurisdictions (although transnational, 
global educational, and lobbying activities by environmental nongovernmen- 
tal organizations or NGOs are compatible with this solution). If a country’s 
preferred environmental choices and solutions (by way of setting pollution 
standards and taxes) to intrinsically domestic questions are different from 
those of another, why should anyone object to the conduct of free trade be- 
tween the two on the ground that such differences are incompatible with the 
case for (gains from) free trade? Yet, the fact is that they do. 

The objections are directed not merely at free.trade, but also at the in- 
stitutional safeguards and practices at the WTO, which are designed to en- 
sure the proper functioning of an open, multilateral trading system that 
embodies the principles of free trade. These objections take mainly four 
forms: 


ie 
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(a) 


(b) 


(c) 
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Unfair Trade. If you do something different, and especially if you do 
what appears to show less concern for the environment than I do in the 
same industry or sector, this is considered tantamount to lack of "level 
playing fields" and therefore amounts to “unfair trade" by you. Free 
trade, according to this doctrine, is then unacceptable as it requires, as 
a precondition, fair trade. 


Losing Higher Standards. Then again, the flip side of the fair trade ar- 
gument is that environmentalists fear that if free trade occurs with 
countries having "lower" environmental standards, no matter what the 
justification is for this situation, the effect will be to lower their own 
standards. This will follow from the political pressure brought to bear 
on governments to lower standards to ensure the survival of their 
industry. 


An associated argument is that capital will move to countries with lower 
Standards so that countries will engage in a race to the bottom, each 
winding up with lower standards than desired to attract capital from 
each other. 


Conflicting Ethical Preferences. Environmentalists also often want to 
impose their ethical preferences, considered morally superior, on óther 
nations. Free trade in products that offend one's moral sense (either in 
themselves or because of the way in which they are produced as in the 
use of purse-seine nets in catching tuna or the leghold straps in hunting 
for fur) is then considered objectionable because either trade in such 
products should be withheld so as to induce or coerce acceptance of such 
preferences or such trade should be abandoned, even if it has no effec- 
tive consequence and might even hurt only oneself, simply because one 
Should have.no truck with the devil. 


The former.argument presumes higher morality on one's part, which 
should be spread to other nations with lower morality (and with cor- 
responding lack of standards/laws therefore to reflect the higher moral- 
ity). The latter argument seeks no such morally imperial outreach; it 
simply wants no part in complicity with lower morality elsewhere via 
participating in gainful free trade with nations guilty of tolerating such 
lower morality. In either case, the diversity of standards is considered 
then to be incompatible with the pursuit of free trade. 
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(d) Institutional Vulnerability of High Standards to Countries with Low 
Standards Fearing Protectionism. Then, finally the environmentalists 
fear that they will lose their high standards, not because market forces 
under free trade bias the domestic political equilibrium in favor of lower 
standards or generate a race to the bottom, but because the current in- 
stitutional arrangements, at the WTO in particular, enable the low- 
standard countries to object to, and threaten, the high standards in 
other countries by claiming protectionist intent or consequences, for 
instance.” 


Thus, just consider why the first argument concerning the unfair trade 
of lower CCII standards elsewhere has become such a politically salient issue 
today. It should suffice to note here that the fear is that competition will be 
greater if a rival abroad faces lower burdens of environmental regulations; 
hence the argument follows that this competitive advantage enjoyed by one’s 
foreign rivals is illegitimate and must be countervailed, much like dumping 
or subsidization is or must be eliminated at the source. 

Thus, the former Senator Boren introduced legislation in the US Con- 
gress to countervail social dumping allegedly resulting from lower standards 
abroad, proposing such a measure on that ground that some US manufac- 
turers, such as the carbon and steel alloy industry, spend as much as 250 
percent more on environmental controls as a percentage of gross domestic 
product than producers do in other countries. He saw in this difference an 
unfair advantage enjoyed by other nations exploiting the environment and 
public health for economic gain." 

Environmental diversity is, contrary to these assertions, perfectly le- 
gitimate, and can arise not merely because the environment is differently 
valued between countries in the sense that the utility function defined on 
consumption and pollution abatement is not identical and homothetic, but 
also because of differences in endowments and technology across countries. 
In fact, even with homothetic preferences, income matters; at the same cost 
of abatement relative to consumption, a country with ten times the income of 
another will spend ten times as much on abatement. Forcing the poor coun- 
try to spend as much on abatement will reduce its welfare substantially. 
Hence, the common presumption driving harmonization and (alternatively) 
social dumping-countervailing demands, that others with different CCII 
standards are illegitimately and unfairly reducing their costs, is untenable. 


10. The difficulties posed by the WTO for the environmentalists extend to WTO legal proce- 
dures, i.e., Dispute Settlement Panel findings, in regard to the ethical preference issue as well. 

11. International Pollution Deterrence Act of 1991, Statement of Senator David L. Boren, Senate 
Finance Committee, 25 October 1995. 
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Nonetheless, these demands are part of a general shift to demand to 
harmonize a great, and possibly increasing, number of domestic policies: in 
labor standards, in technology policy etc. With industries everywhere in- 
creasingly open to competition, thanks precisely to the postwar success in 
dismantling trade barriers, with multinationals spreading technology freely 
across countries through direct investments, and with capital more free than 
eve- to move across countries, producers now face the prospect that their 
competitive advantage is fragile and that more industries than ever before 
are footloose. There is therefore much more sensitivity to any advantage that 
ones rivals abroad may enjoy in world competition, and a propensity there- 
fore to look over their shoulders to find reasons why their advantage is 
unfair. i 

It can be shown (Bhagwati and Srinivasan 1996), however, tbat the ar- 
guments in favor of free trade and diversity of environmental standards 
across countries is essentially robust. This follows from a straightforward 
extension of the proposition that, under standard assumptions ensuring per- 
fect competition in all relevant markets, free trade is globally Pareto optimal. 
Introduction of environmental externalities (domestic and international) ne- 
cessitates the use of appropriate taxes, subsidies, and transfers to internalize 
the externality, but does not call for a departure from free trade to achieve a 
globally Pareto optimal outcome. Still some policy problems do arise in the 
context of transborder externalities. 

Transborder externalities are generally more complex in character than 
the ones which arise with purely domestic pollution and more compelling as 
well. It may be useful, from a policy viewpoint, to distinguish among two 
cases: (a) a special case where the problem is simplified by assuming a single 
country that pollutes the other, raising questions of response such as the use 
of trade barriers by the other; and (b) a general case where the problem is 
truly global in character. A good example of the former is US transmission of ` 
acid rain to Canada; an excellent example of the latter is global warming, to 
wh:ch many countries contribute while all are affected by it (though each in 
different degrees, and all not negatively). 

The case of one-way transmission of pollution and two countries is help- 
ful because it illustrates in a simple way the problem raised by transborder 
externalities concerning the use of second-best trade instruments by the in- 
jured country when the offending country does not implement a first-best, 
solution and uses its jurisdictional autonomy in the spirit of malign neglect. 
The principal question then is whether a country that is being damaged by 
pollution from another has the right to impose a trade restraint to affect the 
exports, hence production, and pollution, of the other country that comes 
into one’s area. 
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Modifying the WTO rules to explicitly allow for such a possibility ar- 
guably makes sense as a second-best solution since the offending party 
refuses to undertake a first-best solution, provided the usual caveats about 
satisfying science tests etc. are taken into account. 

The problem, of course, is that.this type of trade remedy is generally 
likely to be so weak for problems like acid rain that one may ask, is it worth 
modifying the WTO to legitimize such trade actions? Thus, take the example 
of acid rain itself. The generation of acid rain, say in the US, a fraction of 
which comes across to Canada, is geographically concentrated, of course, at 
the border whereas the Canadian import tariff on US products produced 
with electricity would affect all electricity generation in the US. Moreover, 
the effect on sulfur dioxide generation would be indirect, not direct through 
a tax on the process of electricity production itself. Then again, only a frac- 
tion of the acid rain generation effect would get into the transmission. The 
tariff instrument would then be extremely weak and the Canadian gain from 
its use in reducing the loss from the acid rain is outweighed by the reduced 
gains from trade, i.e., the gains from importing cheaper products from the 
US. Even apart from this consideration, once a trade policy remedy is con- 
templated for.an environmental problem, it will be advocated for other 
problems such as alleged human rights violations, endangered species, 
threats to biodiversity, ad infinitum! It will be seized by all who want pro- 
tection and this danger of sliding down a slippery slope is real. 

The chief policy questions concerning trade policy when global pollution 
problems are involved instead, as with ozone layer depletion and global 
warming, take a different turn related to the cooperative-solution-oriented 
multilateral treaties that are sought to address them. They are essentially 
tied into noncompliance (defection) by members and free riding by nonmem- 
bers. The use of trade sanctions to secure and enforce compliance automati- 
cally turns up on the agenda, because any action by a member of a treaty 
relates to targeted actions (such as reducing chlorofluorocarbons or carbon 
dioxide emissions) that are a public good (in particular, that the benefits are 
nonexcludable, so that if I incur the cost and do something, I cannot exclude 
you from benefiting from it). 

: At the same time, the problem is compounded because i agreement it- 
self has to be legitimate in the eyes of those accused of free riding or non- 
compliance. Before those pejorative epithets are applied and punishment 
prescribed in the form of trade sanctions legitimated at the GATT/WTO, 
these nations have to be satisfied that the agreement being pressed on them 
is efficient and, especially, that it is equitable in burden-sharing. Otherwise, 
nothing prevents the politically powerful (i.e., the rich nations) from devising 
a treaty that puts an inequitable burden on the politically weak (i.e., the 
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poo- nations) and then using the cloak of a multilateral agreement and a 
new GATT/WTO legitimacy to impose that burden with the aid of trade 
sanztions with a clear conscience, invoking the white man’s burden to secure 
the white man’s gain. 

This is why the policy demand, often made, to alter the GATT/WTO to 
legitimize trade sanctions to contracting parties who remain outside of a 
treety, whenever a plurilateral treaty on a global environmental problem 
dictates it, is unlikely to be accepted by the poor nations without safeguards 
to prevent unjust impositions. The spokesmen of the poor countries have 
been more or less explicit on this issue, with justification. These concerns 
have been recognized by the rich nations. 

Thus, at the Rio Conference of 1992, the Framework Convention on 
Climate Change set explicit goals under which several rich nations agreed to 
emission level-reduction targets (returning, more or less, to 1990 levels), 
whereas the commitments of the poor countries were contingent on the rich 
nations footing the bill. 

Ultimately, burden-sharing by different formulas related to past emis- 
sions, current income, current population etc. are inherently arbitrary; they 
alsa distribute burdens without regard to efficiency. Economists will argue 
for burden-sharing dictated by cost minimization across countries, for the 
earzh as a whole: if Brazilian rain forests must be saved to minimize the cost 
of g targeted reduction in carbon dioxide emissions in the world, while the 
US keeps guzzling gas because it is too expensive to cut that down, then so 
be it. But then this efficient cooperative solution must not leave Brazil foot- 
ing the bill! Efficient solutions, with the compensation and equitable distri- 
bution of the gains from the efficient solution, make economic sense. 

A step toward them is the idea of having a market in permits again, at 
the world level: no country may emit carbon dioxide without having bought 
the necessary permit from a worldwide quota. That would ensure efficiency, 
whereas the distribution of the proceeds from the sold permits would require 
a decision reflecting some multilaterally agreed ethical or equity criteria 
(e.g., the proceeds may be used for refugee resettlement, UN peace keeping 
operations, aid dispensed to poor nations by UNDP, WHO fight against 
AIDs, etc.). This type of agreement would have the legitimacy that could 
then provide the legitimacy in turn for a WTO rule that permits the use of 
trade sanctions against free riders. 
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The Phaseout of the Multi-Fibre Arrangement 


Trade in textile fibers, textiles, and clothing is very important for devel- 
oping economies in general and poorer Asian developing economies (ADEs) 
in particular. The percentage share of-merchandise exports accounted for by 
textiles and clothing for the ADEs was as follows in 1993 or thereabouts 
(World Bank 1994; 1995, Table 15): Bangladesh 78, Hong Kong 40, India 30, 
Indonesia 17, Republic of Korea 19, Malaysia 6, Nepal 84, Pakistan 78, 
Philippines 10, Singapore 4, and Sri Lanka 52. As is by now well known, 
what started out as a short-term agreement in 1961 mainly to restrain the 
growth of Japanese exports of cotton textiles soon became a long-term agree- 
ment, and by 1974 expanded to include trade in textiles and clothing made 
with other fibers (natural and manmade). Thus it became the Multi-Fibre 
Arrangement (MFA) under which each exporting country gets and adminis- 
ters a bilaterally agreed quota of exports to each market. Over time the MFA 
had become increasingly restrictive. MFA IV expired at the end of 1994. 

The UR agreement envisages the phaseout of MFA in three stages over 
a period of ten years from 1 January 1995. During each stage, annual 
growth in the import quotas on those products that are still under restraint 
will be increased by no less than 16 percent per year over MFA IV in Stage 1 
(until 1988), by no less than 25 percent over Stage 1 in Stage 2 (1998-2001), 
and finally by no less than 27 percent over Stage 2 in Stage 3 (2002-2004). As 
soon as the agreement comes into force products which accounted for not less 
than 16 percent of 1990 imports would be integrated into the GATT. At the 
beginning of Stage 2 (later Stage 3) a further 17 percent (later 18 percent ) 
would be integrated. All the remaining products would be integrated on 
1 January 2005. At each of the first three stages, products are to be chosen 
from each of the following categories: tops and yarns, fabrics, made-up tex- 
tile products, and clothing. 

The phaseout of MFA is backloaded (in fact, products accounting for as 
much as 49 percent of the value of 1990 imports could still be under quota 
restrictions as of the end of the 10-year period, i.e., on 31 December 2004!). 
The growth in quotas during the transition period would not only yield sub- 
stantial benefits but could also make lobbying harder for the interest groups 
opposed to the abolition of MFA. They would have to lobby for an extension 
of the quota system of MFA and for a slowdown in the growth of quotas, a 
difficult task." The transitional safeguard mechanism that is part of the 
agreement could be invoked (albeit under restrictive conditions) to slow 
down the phaseout even further. However, quotas imposed under these safe- 


12. I thank Will Martin for drawing my attention to these aspects of quota growth. 
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guards have to be terminated by 1 January 2005. As such they could not be 
used to extend the MFA. While substantial opportunities for increasing tex- 
tiles and clothing exports for poorer ADEs, particularly from South Asia, are 
likely to arise in the coming decade, the political economy of textile protec- 
tionism in industrialized countries suggests caution. With a decade to go be- 
fore the scheduled abolition of MFA, forces opposed to it could indeed gather 
encugh strength to prevent it. There are already some disturbing trends in 
such a direction. 

The US has recently chosen to impose restrictions on imports from India 
of women’s and girls’ wool coats and woven shirts under the safeguards pro- 
viszon. These restrictions went into effect in April 1995. The Textiles Moni- 
tory Body (TMB) of WTO reviewed the US measures and concluded that 
with regard to women’s and girls’ wool coats from India serious damage had 
not been demonstrated, while in the case of woven shirts and blouses actual 
threat of serious damage from a substantial increase in imports from India 
had been demonstrated. In October 1995, India requested the TMB to review 
the two cases again, and in November 1995 the TMB reaffirmed its earlier 
findings on both cases. On 27 March 1996, India requested the Dispute Set- 
tlement Body (DSB) to establish panels to examine its complaints against US 
restrictions but the US did not agree to India’s requests for panels. The DSB 
was to meet in April 1996 to consider India's requests (WTO 1996d). 

The US restrictions are likely to be the first among many future safe- 
guard actions. Although such actions have to be terminated by 1 January 
2005, in the interim the damage to developing countries could be substantial. 
A failure to live up to the UR commitments in textiles and apparel would be 
damaging for yet another reason: the developing countries might then revert 
to their perception that WTO, like GATT, largely subserves the interests of 
the industrialized countries. Indeed at the Singapore Ministerial, developing 
countries would be well advised to raise the issue of the pace of implementa- 
tion of the UR agreement with respect to textiles and apparel. Fortunately, 
Dicector-General Ruggiero is aware of the dangers of failing to adhere to the 
ag-eed pace of implementation of the phaseout of MFA.” 





18. In a recent talk, Ruggiero said: “...it is not possible to talk seriously about furthering a rela- 
tiorship of mutual confidence with developing countries unless the industrial countries are ready to act 
courageously in this sector. There is considerable anxiety among textile exporting developing coun- 
tries—who also include some of the least-developed—that the major importers are not always living up 
to the spirit of the Uruguay Round agreement, whatever their observance of its letter. The developing 
countries are not seeking to rewrite the rules, but they are concerned to have a second integration 
phese that is more commercially meaningful, and they are anxious about what the end-loading of the 
commitments will mean in terms of the pressures importing countries face when they finally come to 
be implemented” (WTO 1996c, 4). 
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Dispute Settlement Mechanism, Safeguard, and Antidumping Measures 


Ruggiero has claimed with considerable justification that thus far 
WTO's “best achievement is the dispute settlement body, which is working, 
and which is really the heart of the multilateral trading system ... and the 
system is being used by developed countries, not just developing countries” 
(International Herald Tribune 29 July 1996, 11). The WTO dispute settle- 
ment system 


should be a powerful tool for developing countries to enforce the com- 
mitments made in the Uruguay Round. The obstacles that remain are 
largely practical: even with assistance from the Secretariat, initiating 
the prosecuting of a case will be burdensome for many developing 
countries, while the existence of disparate economic power may deter 
complaints against major trading nations; disparate power also con- 
tinues to make the sanction of retaliation—more readily available than 
in the past—next to meaningless for many developing countries. 


The same powerful, automatic procedures, including the provisions for 
retaliation, can and will be invoked against developing countries 
(Abbott 1995, 36). 


Fortunately Abbott's fears thus far have not materialized. But as he 
rightly stresses, from the perspective of developing countries, the most im- 
portant provision in the UR Understanding on Rules and Regulations Gov- 
erning the Settlement of Disputes may be its Article 23 on “strengthening 
the multilateral system". It generally requires members of WTO to utilize 
and abide by rules of WTO's DS when any member seeks a redress of viola- 
tion of WTO rules by another or of nonviolation nullification or impairment 
of the benefits it is entitled to under the WTO agreement. This was meant to 
preclude the use of unilateral procedures, e.g., US actions against several 
countries, namely India; Republic of Korea; Taipei,China; and Thailand, un- 
der Section 301 of the US Trade and Competitiveness Act. As noted earlier, 
the US took the unilateral route in its auto parts dispute with Japan. India 
is again on the “watch list” for possible future action under the same Section. 
Thus unilateral measures like Section 301 which are, as Abbott (1995, 32) 
rightly suggests, “a throwback to power relations” appear to be part of the 
trade landscape in spite of Article 23. This issue should be taken up by. de- 
veloping countries at the Singapore Ministerial. 

One of the most serious problems with WTO’s unified DS procedure, 
which is in principle applicable to disputes arising under all the multilateral 
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and plurilateral trading agreements, is that it is subject also to DS rules 
specific to particular agreements such as the Argument on Implementation 
of Article VI of GATT relating to Anti-Dumping Measures (ADMs) and 
Countervailing Duties. The most important article of this agreement, accord- 
ing to Abbott, is its Article 17.6. ‘ 

Abbott draws attention to the possibility of an aggressive interpretation 
of Article 17.6 by WTO DS panels, under which they could make their own 
determination (rather than requiring the complainant to demonstrate) of 
whether the impugned national measure was not based on an “objective and 
unbiased" evaluation of facts, and also could assert its own interpretation of 
the relevant article of the ADM code as the only possible one and deem the 
national measure as improper if it is different from its own. As Abbott 
rightly cautions, such an interpretation might lead to a crisis in the WTO 
legal system. In particular, given the openness and automaticity of the DS 
sysiem, complaints that challenge politically entrenched programs of power- 
ful states could not be excluded. Such complaints, if sustained by the DSB, 
might lead these states “to ignore a DS decision or even withdraw from the 
WTO rather than abandon the programs" (Abbott 1995, 40), thus threaten- 
ing to undercut the DS system itself.” 


14. This article *... sets forth a unique ‘standard of review’ for DS panels reviewing national 
ADMs, as demanded by the US in November 1993. 

Under Art. 17.6, a DS panel may review the facts determined by national ADM authorities, but 
its review must be limited to whether the authorities properly established those facts (an ambiguous 
phrase not otherwise defined) and whether their evaluation of the facts was ‘unbiased and objective.’ If 
these standards are met, the panel may not make different factual findings. The panel is also author- 
ized. to interpret the applicable provisions of the ADM Code. If the -national authorities adopt a 
‘permissible’ interpretation of the Code, however, the panel must uphold it, even if the panel concludes 
that a different interpretation is preferable... 

Unlike the rest of the Code, which establishes objective rules to govern ADMs, the standard ‘of 
reviaw attempts to carve out an area of national discretion. Unlike the Understanding, which creates a 
powerful DS procedure, the standard of review attempts to limit the authority of WTO DS institutions. 
The standard of review is based on a faulty analogy, to judicial review of administrative decisions 
witkin a national legal system. It undercuts an important purpose of a global agreement by opening 
the door to inconsistent national practices. Finally, it sets a dangerous precedent by introducing a 
device that allows states to agree to strong rules in principle while retaining the ability to dilute them 
in practice” (Abbott 1995, 38-9). 

15. That this concern is-a very serious one is illustrated by the fact that former Senator Robert 
Dole has proposed, “a WTO Dispute Settlement Review Commission made up of federal judges. The 
Commission would review final WTO decisions adverse to the US to determine whether the panel or 
the Appellate Body acted improperly. If the Commission made three affirmative decisions in a five-year 
period, any member of Congress could initiate an expedited legislative procedure potentially leading to 
withdrawal from the WTO. Failure to apply Art. 17.6 is an explicit basis for an affirmative decision. 
The WTO DS institutions will almost certainly try to avoid kicking off the WTO era with such a clear 
challenge to its most powerful member” (Abbott 1995, 40). 

As yet, such a commission has not been established but ane proposal has not been withdrawn 
either. 
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With many developing countries dramatically lowering their high tariff 
and nontariff barriers, it is natural that their domestic import-competing 
sectors might be tempted to bring complaints of dumping by their foreign 
competitors. It may be politically difficult to resist pressures for action under 
ADM provisions of the WTO agreement. But given the “standard legal re- 
view” provision of Article 17.6 it is possible that such AD measures might be 
found to be WTO-compatible. If this were to occur increasingly, the liberal 
world trading order of the WTO will be threatened and the developing coun- 
tries will lose not only by their own use of ADM and, more unfortunately, if 
such use in part leads to a weakening of WTO. A reconsideration of ADM 
Code and its relation to WTO’s DS system is urgent. 


Institutional Reforms and Corruption 


US Secretary of State Christopher said at the Jakarta meeting of the 
ASEAN in July 1996 that the Singapore Ministerial meeting should confront 
“the reality of illicit payments” because bribes were costing American com- 
panies billions of dollars in lost business." At the annual meetings of the 
joint Board of Governors of the World Bank and the International Monetary 
Fund in Washington at the end of September 1996, James Wolfenson, World 
Bank President, called national leaders of developing member countries to 
stamp out the “cancer of corruption” and warned that corruption under- 
mined electoral support in developed countries for foreign aid in general and 
for multilateral lending agencies in particular and “diverts resources from 
the poor to the rich, increases the cost of running businesses, distorts public 
expenditures and deters foreign investors” in developing countries 
(Financial Times 1996a, 4). He is reported to have told the governor from 
Africa that development in their continent was being hampered by corrup- 
tion, nepotism, and a lack of accountability in government. His counterpart 
in the IMF, Managing Director Michael Camdessus, apparently agreed in 
his speech that “countries must demonstrate that they have no tolerance for 
corruption in any form.” These pronouncements coming close to each other 
raise the prospect that market access as well as development assistance will 
be conditioned on “good governance” in a sense specified by the dominant 
powers in WTO, the World Bank and the IMF. 





16. It would seem that perceived competitive disadvantage of the US vis-a-vis other developed 
countries in the markets of developing countries, rather than a concern about the deleterious conse- 
quences of corruption on developing countries, drives the US demand for a discussion of the issue at 
the Singapore Ministerial. 


Ke 
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Christopher had presumably in mind the fact that US law punishes 
foreign corrupt practices by US companies while other countries do not have 
such laws, and this places US companies at a disadvantage in the competi- 
tion for trade and investment in developing countries, particularly with re- 
spect to investment in infrastructure. For example, according to Finance 
Minister P. Chidambaram, India alone requires an investment of $200 bil- 
lion in infrastructure in the next five years and in his budget presented to 
India's parliament in July 1996, he proposed the creation of a separate gov- 
ernment agency to'facilitate foreign investment in this sector. 

The US government has identified ten “big emerging markets" (BEMs) 
and designed a strategy for helping US firms to seize opportunities that the 
markets offer. A study (US Department of Commerce 1995) by the US gov- 
ernment identified the ten BEMs as Argentina; Brazil; ASEAN (now includ- 
ing Vietnam); the Chinese Economic Area (People's Republic of China, Hong 
Kong, and Taipei,China); India; Mexico; Poland; South Africa; Republic of 
Korea; and Turkey. The introduction to the BEMs study clearly states that 
in each of the markets 


competition will be fierce. But, because many have important state 
sectors and because virtually all are focusing heavily on infrastructure 
projects that demand involvement of local governments US companies 
will need the US government at their side to win a fair hearing. What 
is more, because of the intensity of foreign competition and the capital 
demands on these economies, our competitors will be public-private 
partnerships in which foreign governments are providing concession- 
ary financing and aggressive advocacy to support their companies' ef- 
forts. If we don't do the same, we will lose not only our chance to 
succeed in these markets but our chance to remain the world's largest 
economic leader in the next century" (US Department of Commerce 
1995, 18; emphasis added). 


The study goes on to identify the role and policies of the US government 
in promoting US interests in BEMs as follows: 


There is an important role for our government to play in helping to 
stimulate our trade with each of the BEMs. The BEMs are unlike our 
more traditional trading partners, such as Great Britain or Germany. 
There are frequently severe barriers to entering these markets, includ- 
ing high tariffs, quotas and protectionist regulatory restrictions. Com- 
mercial systems, including full respect for intellectual property rights, 
smoothly functioning capital markets and open government procure- 
ment procedures, are often still developing or lacking altogether. In 
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some of the BEMs, impartial legal systems are missing too. And as 
noted earlier, the nature of the competition we face in these markets is 
dramatically different from what we have been used to. 


In these markets, therefore, we can and should help American busi- 
nesses in a variety of ways from securing market access, to providing 
financing, to supporting US companies seeking to win major projects 
on deals in which foreign governments are helping their firms or play 
an important decision-making role in awarding projects (US Depart- 
ment of Commerce 1995, 22). 


There is no doubt that other industrialized countries would also mount 
an aggressive effort to support their companies in the competition for in- 
vestment and trade in the BEM as well as in other developing countries. It is 
essential that developing countries create an appropriate mechanism to deal 
with proposals from foreign companies, particularly those with the implicit 
or explicit support of their powerful governments behind them. 

In this context, some features specific to foreign direct investment in in- 
frastructure have to be kept in mind. Such investments usually involve a 
sizable chunk of capital, are lumpy, take several years to complete, and 
whose output is likely to be sold in markets that are regulated. These imply 
that there are likely to be few potential projects undertaken in a country 
within any reasonable time horizon, and a consortium, rather than a single 
investor, might have to be involved in financing a project. Lastly, and most 
importantly, failing to conclude an agreement to invest and starting project 
construction can create shortages in the future, since most infrastructural 
services cannot be imported. The visibility, size, and the fact that only a few 
projects can be undertaken also imply that intrusion of politics into their 
choice cannot be easily avoided. 

The recent episode relating to the biggest foreign investment ever in 
India in the state of Maharashtra illustrates many of the problems. The in- 
vestment by Enron, an American company, to build and operate a power 
plant costing $2.8 billion, was approved by the state government then in 
power and the central government. The investor in effect was guaranteed a 
rate of return of 16 percent by the central government, and the price at 
which power was to be sold by the company to the state’s electricity loan was 
also fixed in the contract. The contract was negotiated with Enron alone, and 
no competitive bidding was called for under India’s fast track procedure for 
negotiations with foreign investors in power projects. This procedure was 
meant to enlarge electricity generating capacity rapidly so as to fill large 
anticipated shortfalls in power supply. However, the newly elected state 
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government canceled the contract alleging (so far unproved) bribery by 
Enron, and also objected to the high price that Enron was'to be paid for its 
supply of power. As the Economist (12 August 1995, 25-6) put it, “In the ab- 
sence of competitive bidding, there was scope for cost-padding and crony 
capitalism. Accusations of corruption were inevitable, justified or not, and 
Enron's project bore the brunt, being the biggest of seven such projects, and 
the first." The Economist also reports that the central government has now 
wisely changed its power policy and decreed competitive bidding for future 
projects. 

Enron and the state government have since renegotiated the terms, 
with Enron agreeing to scale down the price of power, lower capital costs, 
and abandon arbitration proceedings that it had initiated. Construction was 
to resume by August 1996. There is no doubt that, if the project had been 
abandoned, there will have been a significant shortfall in future power 
supply, a shortfall that cannot be eliminated since there are no alternative 
projects that are approved and ready to be implemented. Besides, there is 
no denying that the episode is likely to inhibit foreign investors, at least 
temporarily. 

It goes without saying that inviting competitive bids, evaluating them, 
and then awarding a contract in a way that is transparent”, and precludes 
collusion and rigging in the bidding process, requires institutional and ana- 
lytical capabilities that few developing countries are likely to have. While a 
vig-lant and free press and the transparency of procedures would certainly 
help reduce, if not prevent, political and administrative corruption in the 
award of contracts, resisting pressure, not often very subtle, by foreign gov- 
ernments is another matter, particularly when the arene applying 
pressure is a powerful one. 

In the final analysis, corruption is a serious domestic political problem 
involving not only venality of and illegal transactions by bureaucrats, busi- 
nessmen, politicians, and individuals, but it often has a connection to the 
financing of electoral campaigns. It can be addressed only by the domestic 
administrative, judicial and, above all, political processes. The President of 
the World Bank, in the same speech to which reference was made earlier, 
said as much when he said that the Bank could not intervene in the political 
affairs of its member countries but could only provide “advice, encourage- 
ment and support”, for example, by barring companies that engage in 
“corrupt practices" from Bank financial contracts (Financial Times 1996a, 4). 





17. The draft declaration by trade ministers at the Singapore Ministerial reportedly includes a 
com-nitment to negotiate an accord on transparency in government procurement. Apparently this was 
included as a concession to the US which believes transparency will curb corruption (Financial Times 
19960. 
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Corruption investigations have recently led to indictments of prominent 
politicians in several developed (e.g., Italy, Japan) as well as developing (e.g., 
Brazil, India) countries. This is as it should be. Raising corruption as an is- 
sue affecting international competition for discussion in a multinational fo- 
rum such as the Singapore Ministerial or making loans from multilateral 
lending agencies conditional on some narrow notion of “good governance” are 
unlikely to generate the domestic political pressures where none exist for 
eradicating corruption and could even be counterproductive. 

Leaving aside corruption, there are other areas in which domestic insti- 
tutions have to be reformed if maximum benefit is to be derived by develop- 
ing countries from global integration. First of all, greater transparency and 
insulation from the politics of decision making on trade and foreign invest- 
ment issues should be achieved by establishing technical and quasijudicial 
bodies for making recommendations to the government on them. For exam- 
ple, a Trade and Industry Commission could be entrusted with assessing 
proposals for foreign investment, relief from import competition, complaints 
of dumping etc. The Commission would hold public hearings in which all af- 
fected interests (including foreign interests) will have an opportunity to pre- 
sent their case. Commissioners will be experienced professionals. The 
conception of Japan’s MITI (Ministry of International Trade and Industry) 
as an omniscient and omnipotent agency that is solely responsible for Ja- 
pan’s rise to economic superpower status has led some to suggest going fur- 
ther and establishing a powerful agency to coordinate decisions of all 
economic ministries. Whether or not MITI indeed was responsible for Ja- 
pan’s growth, centralization of decisions in a single agency is unlikely to be 
of help in most developing countries. 

The reforms often involve contracting out to the private sector of activi- 
ties, such as construction of roads and other public works, previously directly 
executed by the public sector. Such a shift, to be effective, has to ensure that 
there is adequate competition among private contractors, and appropriate 
and transparent procedures for evaluation and award of contracts. To take 
another example, the reform of the financial sector often.involves removal of 
controls on lending and deposit rates, and drastically reduces the volume of 
directed credit, i.e., credit allocated in such volume and such terms, and to 
such sectors (or may be even to specified borrowers) as directed by the gov- 
ernment. Banks, whether public or private, have little room to choose among 
alternative lending opportunities when interest rates are controlled, and the 
volume of funds either appropriated by the government to itself at zero in- 
terest through various reserve requirements, or directed by the government 
to be lent on specified terms, forms an overwhelming proportion of the de- 
posit base. But once the reforms are in place, the banks must acquire the 
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capacity to evaluate the risks and return from alternating lending opportu- 
nites, and, particularly over the longer term, the information needed for 
such an evaluation, and institute procedures for making evaluations routine. 

The next example involves creation of research capacity and institu- 
tional structures for managing inflows of external capital, particularly of. 
volatile portfolio investment. With the opening up of large economies such as 
Brazil, People’s Republic of China, and India that were earlier closed to for- 
eign investment, the volume of private capital flowing to them has increased. 
On the one hand, such flows, if not sterilized by the Central Bank, can lead 
to an appreciation of the exchange rate and a consequent loss of interna- 
tional competitiveness. On the other hand, if they are sterilized (as for ex- 
ample in Brazil), domestic interest rates might rise, attracting even more 
infiows. Also, servicing the additional domestic debt from sterilization could 
exacerbate an already weak fiscal situation. Besides, given the substantial 
volatility of such flows, an adverse shock (not necessarily to the 
“fundamentals” of the economy) could trigger massive outflows. The recent 
experience of Mexico is instructive in this respect. An appropriate level of 
exchange reserves along with access to credit to accommodate such outflows 
would be needed i? a disruptive change in the exchange rate is to be avoided. 
To analyze how much, if any, of the inflows are to be sterilized, and to calcu- 
late the “appropriate” level of reserves (and the amount of credit to be held 
in reserve) are issues that would be challenging even to the best trained and 
experienced decision makers at the Central Bank. Whether the central bank 
can sterilize at all in large part depends on the market for government debt. 
If privately-held stock of public debt is relatively small, and a secondary 
market for debt is absent, sterilization by the central bank through open 
market operations is infeasible. 

The last example relates to privatization of public enterprises. Some of 
the enterprises proposed to be privatized often have a significant share of the 
market for their product or may even be monopolies (for example, the public 
utilities such as electric power companies). In such cases, or more generally 
in cases where adequate market competition among private enterprises is 
unlikely, a framework of regulating the market behavior of private firms has 
to be established prior to privatization. As mentioned earlier, domestic 
regulatory policies are likely to move into the areas of international negotia- 
tions, under the rubric of competition policies in the next round of MTN. un- 
der the WTO. Scherer (1994, 92) has already proposed the creation of an 
International Competition Policy Office within the ambit of the WTO. Devel- 
oping countries, which already have a regulatory framework or about to de- 
sign one as part of their reforms, are likely to come under pressure. 
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An area of economywide and systemic significance in which innovation 
and reform would be needed in the post-UR world is the legal system and, 
more broadly, the constitutions of some developing countries. Needless to 
say, as the role of the market expands and foreign suppliers and investors 
are viewed with enthusiasm rather than suspicion, commercial laws have to 
be streamlined and made transparent. The cost in terms of time and 
resources needed, not only to meet the legal requirements of setting up an 
establishment, floating equities, or selling commercial paper in the domestic 
financial markets etc., but also to settle any commercial disputes, has to be 
reduced. In some of the so called “transition economies” in which the experi- 
ence with the market economy is a distant memory and where rights to pri- 
vate ownership of means of production had been abolished long ago, the task 
of creating an appropriate legal framework is much broader and more com- 
plex than in mixed economies of many developing countries. 

There are two other sets of laws that need to be examined from the per- 
spective of their potentially being major constraints on the economic liberali- 
zation process. These are bankruptcy and labor laws. In some of the larger 
developing countries (e.g., India) in which the public sector had been as- 
signed a dominant role in the strategy of development and was also expected 
to be a “model” employer, the laws were designed to make it extremely costly 
for an enterprise to go bankrupt, in both public and private sectors. Indeed, 
those private enterprises which were no longer profitable were taken over by 
the public sector, and run often at greater losses, primarily to ensure the 
continued employment of their workers. Clearly, privatization cannot go 
very far in such a context without a reform of bankruptcy laws. Related is- 
sues are laws governing the hiring, firing, job security, wages, fringe bene- 
fits etc. of workers. Many developing countries have enacted labor laws in 
imitation of those that are on the statute books of much richer developed 
countries. These do not reflect the economic realities of their own labor mar- 
ket. A labor-aristocracy consisting of an extremely small proportion of the 
total labor force employed in the organized manufacturing and the public 
sector including public administration enjoy the benefits confirmed by such 
laws while the bulk of the labor force has no access to such benefits. It is 
easy to see that such laws, if enforced, would raise labor costs beyond what 
they would have been in an equilibrium of the labor market with laws in 
consonance with the development stage of the country. These have to be 
drastically amended, if not repealed, for such countries to reap the maximum 
benefits from a liberalized world market for labor-intensive manufactures in 
which they are likely to have a comparative advantage. 

The effects of the changed global economic environment since many de- 
veloping countries liberalized their foreign trade and investment and the 
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conclusion of the UR are already evident in many spheres. Two are particu- 
larly noteworthy. Flows of portfolio investment (particularly from institu- 
tional investors in developed countries) to some developing countries have 
increased significantly. A scramble is also under way from foreign investors, 
including multinationals, to get a piece of the huge investment in infrastruc- 
ture (particularly power transport and telecommunication) that many devel- 
oping countries (including People’s Republic of China and India) are to 
undertake. A number of institutional innovations and reforms are needed to 
ensure that developing countries benefit from such flows and investment 
and avoid some of the inherent pitfalls. 

The innovations needed for enhancing the capacity of the Central Bank 
to manage the impact of the foreign capital inflows were pointed out earlier. 
Managing portfolio flows as well as borrowing in world capital markets by 
domestic firms through the so-called global depository receipts require set- 
ting up institutions (if none exist) for regulation of markets for financial 
securities as well as reforming transactions procedures in such markets. In 
sorne developing countries, ostensibly to prevent what is deemed to be de- 
structive speculation and speculative bubbles, formal futures trading is pro- 
hibited. Of course, this does not prevent such trading from taking place 
informally. After having reformed financial markets, established prudential 
norms, and created appropriate regulatory institutions, the ban on future 
trading or, for that matter, restriction of the creation and sale of new finan- 
cial products (including derivatives) has to be evaluated. 


Conelusions 


The Singapore Ministerial Conference of the WTO's governing body in 
December 1996 is its first. It is most likely to prove decisive for the future 
functioning of the WTO and the prospect for the continuation, rather than 
reversal, of the process of global integration through the multilateral proc- 
ess. There is enough work for the ministers to do to ensure that the imple- 
mentation of the UR agreement is on track, and to make progress on what 
wes left partially finished in the UR, for them to entertain any new business! 
Yet, according to the Financial Times (1996d), after months of discussions in 
Geneva, WTO members are at odds over what, if anything, the Singapore 
Ministerial should achieve. Some trade diplomats apparently fear that the 
meeting could be embarrassingly short of substance or become a public plat- 
form for WTO members’ disagreements. 

Such an unfortunate outcome cannot be ruled out, given the fact that 
some powerful members of the WTO, bowing to domestic protectionist pres- 
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 sures, have already announced their intention to bring up for discussion, 
essentially nontrade-related new issues such as a “social clause” in the man- 
date of WTO at the meeting. The work of WTO’s committee on Trade and 
Environment will be reviewed at the meeting. It is one thing to say, as Di- 
rector-General Ruggiero did, that the Committee has made a good start on 
integrating “environmental concerns into trade policy analysis in the WTO” 
and in recognizing that “the trade and the trading system have a significant 
contribution to the promotion of sustainable development” (WTO 1996c, 5), 
and entirely another to recommend an unfortunate link between market ac- 
cess and performance with respect to environment. 

Regarding labor standards, Ruggiero sees the emergence of four areas of 
common ground: 


The respect of core labor standards has been agreed by all Members in 
the Universal Declaration of Human Rights; All delegations have rec- 
ognized the primary role of the ILO in international labor issues; The 
competitive advantage of low-wage countries has not been called into 
question; and no one has opposed statements by major proponents of 
the issue that trade sanctions are not envisaged (WTO 1996c, 6). 


But he rightly recognizes that it will not be easy 


to agree even on a statement based on these four points. Some delega- 
tions argue that a reference to these principles could be used by others 
as a justification for unilateral measures. Others are asking why, if we 
are not envisaging trade sanctions and not questioning competitive ad- 
vantage, we should bring this issue to an organization which deals with 
trade problems on a contractual basis. And I must tell you that a size- 
able number of delegations strongly oppose any follow-up in the WTO 
(WTO 1996c, 6; emphasis added). 


Given the power realities, unless the developing countries are united and 
vigilant, the demand for an unfortunate link between market access and per- 
formance with respect to labor and environment might yet be put forward at 
the Singapore Ministerial. 

There is also the issue of the proliferation of preferential trading ar- 
rangements under which discriminatory trade barriers, based on complex 
rules of origin that are themselves endogenous responses to protectionist 
interests, are inherent. Unfortunately, many developing countries are ac- 
tively engaged in negotiating their membership in one or more such ar- 
rangements. However, the recent reaffirmation of their preference for the 
multilateral approach by the Asian members of APEC at their Osaka meet- 
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ing in November 1995 is an encouraging sign against this trend. Also, the 
extension of the North American Free Trade Area further into the Americas, 
and its enlargement into a Transatlantic Free Trade Area appears to be on 
hold. 

Yet, it is an unfortunate fact that the notion that liberalization of trade, 
even if it is only on a preferential basis among members of a group of coun- 
tries, is always to be applauded is gaining ground." Ruggiero seems to agree: 


The regional liberalizing impulse is not in itself cause for alarm among 
the upholders of the multilateral system. Regional initiatives can con- 
tribute significantly to the development of multilateral rules and 
commitments; and in regions such as Sub-Saharan Africa they may be 
an essential starting-point for integration of least-developed countries 
into the wider global economy. At the most basic level the real split is 
between liberalization, at whatever level, and protectionism. Viewed 
from this perspective regional and multilateral initiatives should be on 
the same side, mutually supportive and reinforcing (WTO 1996b, 10). 


Buz he added, 


However the sheer size and ambition of recent regional initiatives 
means we can no longer take this complementarity for granted, if in- 
deed we ever could. We need a clear statement of principles, backed up 
by firm commitments, to ensure that regional schemes do not act as a 
centrifugal force, pulling the multilateral system apart. 


The answer is to be found, I suggest, in the principle which some of the 
newer regional groupings have enunciated—Open Regionalism (WTO 
1996b, 10). 


Ruggiero contrasted two interpretations of Open Regionalism. The first es- 
sentially required that any regional preferential trade arrangement be con- 
sistent with Article XXIV of GATT, 1994, and the understanding on its 
interpretation incorporated in the UR agreements on Trade in Goods. In the 
second, l 


.. the gradual elimination of internal barriers to trade within a re- 
gional grouping will be implemented at more or less the same rate and 





18. Lawrence Summers, US Undersecretary of the Treasury argued in 1991: *Economists should 
maintain a strong, but rebuttable, presumption in favor of all lateral reductions in trade barriers, 
whether they be multi-, uni-, bi-, tri-, plurilateral. Global liberalization may be best, but regional liber- 
alization is very likely to be good" (Bhagwati and Krueger 1995, vii). 
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on the same timetable as the lowering of barriers toward non- 
members. This would mean that regional liberalization would in prac- 
tice as well as in law be generally consistent with the m.f.n. principle 
(WTO 1996b, 11). 


He concluded, 


The choice between these alternatives is a critical one; they point to 
very different outcomes. In the first case, the point at which we would 
arrive in no more than 20 to 25 years would be a division of the trading 
world into two or three intercontinental preferential areas, each with 
its own rules and with free trade inside the area, but with external 
barriers still existing among the blocs (WTO 1996b, 11). 


He clearly expressed his preference for the second, arguing that it 


-,Points toward the gradual convergence of regionalism and multilat- 
eralism on the basis of shared aims and principles, first and foremost 
respect of the m.f.n. principle. At the end we would have one free global 
market with rules and disciplines internationally agreed and applied 
to all, with the capacity to invoke the respect of the rights and obliga- 
tions to which all had freely subscribed. In such a world there could 
and must be a place for China, Russia and all the other candidates to 
the WTO (WTO 1996b, 11). 


Notwithstanding the director-general’s favored second interpretation, it 
seems odd, after all, if regional liberalization is to be extended on the same 
timetable “in practice and in law” to nonmember countries on an MFN basis, 
that it would be multilateral and not regional. If that is the case, why would 
any group initiate it on a regional basis in the first place? The concern of the 
Director-General that mere consistency with Article XXTV is not enough to 
preclude the possibility of a world of warring trade blocs is well taken. But to 
avoid such a possibility steps have to be initiated to strengthen the process of 
review in the WTO of proposed regional agreements. 

A committee on regional trade agreements was established by the Gen- 
eral Council of the WTO in February 1996. The Committee is to examine 23 
proposed agreements presumably for their compatibility with the WTO and 
the General Agreement on Trade and Services (GATS) and, inter alia, “to 
consider the systemic implications of such agreements and regional initia- 
tives for the multilateral trading system and the relationship between them, 
and make appropriate recommendations to the General Council” (WTO 
1996a, 10). The Committee met first during 21-22 May 1996, and further 
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meetings are scheduled before the Singapore Ministerial. It is to be seen 
whether the Committee will have greater success than the Working Parties 
of the GATT had in the past in examining the compatibility of regional 
agreements with Article XXIV, and whether it will resist the temptation to 
pu; political compulsions above the need to assess the seriousness of the 
threat posed by such agreement to the principle of nondiscrimination that is 
the foundation of WTO. Even while awaiting the Committee's report on the 
systemic implications of regional trade agreements, the developing countries 
could take the initiative in this regard and come up with their own proposals 
at the Singapore Ministerial. In any case, they would do well to pause before 
rushing into any regional PTAs. 

There is another issue with potentially very serious iuolicstions- on the 
future of the WTO, viz., the Helms-Burton law of the United States under 
wkich non-US companies could be sued by private parties in US courts for 
“trafficking” in those assets confiscated by the Cuban government from 
them, and the D’Amato Act which targets foreign investors in Iran and 
Libya. In the first of his televised debates with his opponent Robert Dole in 
the 1996 presidential elections, President Clinton had this to say about the 
Helms-Burton and the lawsuits that could be filed under it: 


Senator Dole is correct.:I did give about six months before effective 
date of the act before lawsuits can actually be filed, even though 
they’re effective now and can be legally binding, because I want to 
change Cuba. And the United States needs help from other countries. 
Nobody in the world agrees with our policy on Cuba now, but this law 
can be used as leverage to get other countries to help us to move Cuba to 
democracy (New York Times 8 October 1996, B9; emphasis added). 


It should come as no surprise that the foreign nidis of the European 
Union have decided to pursue in the WTO their complaints against Helms- 
Burton and anti-Cuba laws and their extraterritorial reach (Financial Times 
1996b). According to the same report, the US has.threatened to invoke the 
national security exemption permitted under the WTO rules for these laws. 
The report points out that 


If the US sticks to its guns, a WTO disputes panel will have to decide 
whether it must define the exemption's $cope in order to hear the case. 
Either way, it fáces a difficult dilemma. 'If a panel accepted the US ar- 
gument, it could open the floodgates for defendants in other cases to 
use national security as an excuse for breaking WTO rules,’ said one 
trade diplomat. That would emasculate the disputes settlement proce- 
dures. ‘But if a panel found the US defence invalid, it could be accused 
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of over-riding a state’s sovereign right to define its national security 
interests. Given the current mood of the Congress, that would be play- 
ing with fire.’ 


The developing countries are not directly involved in this dispute. However, 
if contrary to the belief of some diplomats in Geneva, either the US and EU 
do not settle their differences before a WTO dispute settlement panel is set 
up, or if President Clinton chooses not to defuse the dispute in case of re- 
election, the fallout will surely hurt them, regardless of how the panel re- 
solves the dispute. 

Apparently, the draft ministerial declaration at the Singapore meeting 
calls for work to begin on investment and competition policy, both issues 
being pushed strongly by the EU (Financial Times .1996f). Competition policy 
involves legal and regulatory frameworks, which, in many developing coun- 
tries, are rudimentary. In any case, for most developing countries, openness 
to external trade and competition is the most effective competition policy. It 
is premature for them to enter into multilateral codes on this issue until they 
have completed their external trade liberalization. 

With respect to investment, the question is whether the members of 
WTO should create a comprehensive multilateral discipline to govern foreign 
investment, particularly foreign direct investment (FDI).” To assist the 
members in analyzing the issues involved, the WTO secretariat recently 
published a report on trade and FDI (WTO 19966). The report notes the 
growing importance of FDI as well as its geographical concentration, both in 
terms of countries of origin and of destination: 


e During 1986-89 and again in 1995, outflows of FDI grew much more 
rapidly than world trade. Over the period 1973-95, the estimated value 
of annual FDI outflows multiplied twelve times (from. $25 billion to $315 
billion), while the value of merchandise exports multiplied eight and a 
half times (from $575 billion to $4,900 billion). 

ə Sales of foreign affiliates of multinational corporations (MNCs) are es- 
timated to exceed the value of world trade in goods and services (the 
latter was $6,100 billion in 1995). 

e  Intra-firm trade among MNCs is estimated to account for about one- 
third of world trade, and MNC exports to all other firms for another 
third, with the remaining one-third accounted for by trade among na- 
tional (non-MNC) firms. 


19. I thank Jagdish Bhagwati for helpful comments on this issue. 
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e Developed countries account for most of the worldwide FDI outflows 
and inflows, but developing countries are becoming more important as 
host and home countries. 

e The share of the non-OECD countries in worldwide FDI inflows, which 
decreased in the 1980s, increased from nearly 20 to about 35 percent be- 
tween 1990 and 1995. However, these flows were highly concentrated, 
with 10 countries receiving nearly 80 percent of the total ($78 billion out 
of $102 billion). 

e Nearly one-third of the 10 leading host economies for FDI during 1985- 
95 are developing economies. China is in fourth place, with Mexico, Sin- 
gapore, Malaysia, Argentina, Brazil and Hong Kong also on the list. 

e Non-OECD countries accounted for 15 percent of worldwide outflows of 
FDI in 1995, compared with only 5 percent in the period 1983-87 (WTO 
1996e, 52-3). 


The fact that there are economic and institutional linkages between 
trade and investment is well recognized. It is also well-known that not all 
forms of FDI (e.g., investment that is response to high barriers to imports) 
are necessarily desirable from the perspective of welfare of citizens of host 
countries. Besides, restrictive practices by transnational corporations could 
also hurt. Of course, beneficial effects through technology transfer and ex- 
pansion of export markets are documented as well. The UR agreement on 
Trade Related Investment Measures and the General Agreement on Trade in 
Services both represented multilateral approaches to some aspects of in- 
vestment. It is fair to say, however, that the perceived need for a framework 
to protect and promote foreign investment has resulted in a proliferation of 
bilateral investment treaties (including some among developing countries), 
regional initiatives as part of preferential trading agreements (e.g., APEC, 
ASEAN; EU, MERCOSUR, NAFTA), and a few plurilateral agreements (e.g., 
European Energy Charter Treaty). While bringing order to the possible 
chaos created by this proliferation, though a comprehensive multilateral 
treaty is certainly desirable, it is much too soon to initiate negotiations, 
whether or not they are undertaken under the auspices of the WTO. 

The reasons for caution are several. I will mention just two. First of all, 
in zontrast to trade in goods and services, the issue of national sovereignty is 
involved in a much more direct way in the case of foreign investment. Most 
developing countries became sovereign only after the end of the Second 
World War. It is understandable that they are still very sensitive to agreeing 
to negotiations that might call for them to compromise their sovereignty. 
Hcwever, sensitivity to threats against sovereignty is not unique to develop- 
ing countries. After all, many in the US Congress consider the WTO's 


140 Asian Development Review 


dispute settlement system as posing a threat to US sovereignty. More impor- 
tantly, the failure of the US to sign or ratify several ILO conventions has 
been attributed by Charnovitz (1995, 178) to the fear that ratifying a con- 
vention could lead to its enforcement by domestic courts, thus superseding 
any federal or state laws that might be in conflict with the convention. Fur- 
ther, many Americans apparently arè reluctant to have US policy reviewed 
by any international organization. 

Second, most of the economic and policy analyses relating to transna- 
tional companies and FDI has been done from the perspective of developed 
countries. Proposed investment codes, such as that being formulated by the 
OECD, draw on this work. It is natural that issues like right of establish- 
ment, transparency, national treatment etc. are viewed from the perspective 
of easing entry of transnationals. On the other hand, developing countries 
are rightly concerned about restrictive practices and potential collusive be- 
haviour by transnationals and competition among developing countries to 
attract them through fiscal incentives. Any proposed code has to address the 
possible ruinous, race-to-the-bottom competition through subsidies for it to 
be attractive to developing countries. After all, with respect to goods, trade 
subsidies (except in agriculture) are against WTO rules. This is not to say of 
course, that race-to-the-bottom is inevitable, and transnationals will neces- 
sarily engage in restrictive practices. Yet, in the absence of a thorough study 
of various concerns of developing countries, their rushing into negotiations 
with only codes from organizations of developed countries (e.g., OECD) as 
negotiating texts would not be advisable. Clearly such a study could be un- 
dertaken by a body of experts under the aegis of the Centre for Transna- 
tional Corporations in UNCTAD or some other such organization. 

I would also note that while active efforts to promote free flow of capital 
across national borders through an investment code are being made, there is 
a curious asymmetry when it comes to labor flows. In fact, there is a deafen- 
ing silence on the part of rich members of WTO when it comes.to migration 
of labor across national borders from poor to rich countries. Clearly, if the 
concern about low labor standards in poor countries arises from altruism on 
the part of citizens of rich countries, such citizens could pressure their own 
governnients to lift any restrictions on immigration of workers from coun- 
tries with poor labor standards. This would be a direct and a far more effec- 
tive means of expressing their concerns than relying on the indirect means 
through linking trade and labor standards in the form of a social clause in 
the mandate of the WTO. Indeed, there is support for lifting such restric- 
tions on moral-philosophical grounds as in the writings of John Rawls 
(1993a). He views freedom of movement and. freedom of choice of occupation 
as essential primary goods equivalent to other basic rights and liberties, the 
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entitlement to which is not open to political debate and allocation through 
the political process. While Rawls was writing about these freedoms in the 
context of constitutional essentials of a just society, what should be implicit 
in the very expression of humanitarian concerns about others is a view of the 
whole human race as one society. As. such, a natural extension of Rawls’ 
ideas would treat freedom of movement of humans across artificial political 
boundaries as a basic human right." ; 
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Abstract. Deepening regional and global economic integration is raising the demand for 
greater international cooperation on domestic resource and. environmental policy issues. 
Concerns over competitiveness effects and disguised protectionism have generated opposition 
to this trade and environment linkage. The debate has centered primarily in the 
GATT/WTO, and in trade provisions of multilateral environmental agreements, and has the 
potential to undermine the rules-based trading system on which Asian developing countries 
are particularly dependent. Asian developing countries have mounted a broad range of re- 
sponses and initiatives in subregional, regional and global fora related to cross-border envi- 
ronmental interactions, reflecting the varied nature and scope of environmental concerns, 
but much remains to be done. Greater scientific and socioeconomic research is needed, as is 
greater dissemination of existing knowledge and a clearer delineation of WTO's mandate. 
Smaller groupings, such as APEC, may be useful fora for initial discussions and activities. 





he recent acceleration of regional and global integration of national 
economies has brought with it greater scrutiny of domestic policies 
that affect the competitiveness of industries in the international 
marketplace. Simultaneously, concerns about resource depletion and envi- 
ronmental degradation at national, regional, and global levels have been 
growing rapidly, leading to calls for policies to enforce stricter environmental 
standards. Together these developments have caused an entwining of poli- 
cies relating to trade, foreign investment, and the environment. That en- 
twining has the potential to bring about good outcomes in terms of the 
economy and the environment, but unless it is very carefully managed there 
is considerable risk that both the economy and the environment will suffer. 
Why is the deepening of regional and global economic integration rais- 
ing the demand for greater international cooperation on domestic resource 
and environmental policy issues? How are growing transborder and global 
environmental concerns to be managed? Under what circumstances (if any) 
is trade policy an appropriate instrument for addressing such concerns? 
What are the implications for the global trading system, for regional trading 
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arrangements, and for their interaction? What should Asian countries and 
regional cooperation efforts do about this development? 

In seeking to address these questions, the present paper is structured as 
follows. The first section looks at why environmental and other social poli- 
cies ate becoming subjected to more international scrutiny, both regionally 
and globally. The second section explains why environmental issues are be- 
coming more entwined with trade policy. Section three examines the rela- 
tionship between economic growth, trade, foreign investment, and the 
environment. The fourth section discusses the nature and extent to which 
GATT/WTO trade policy and the environment are becoming entwined. This 
is followed by projections on what lies ahead for the WTO in its relationship 
with existing and prospective multilateral environmental agreements. The 
final section of the paper focuses on what Asian developing countries and the 
Asia-Pacific Economic forum (APEC) have been, could, and should be doing 
in response to these developments. 


Environmental and Other Social Policies: Under Scrutiny 


Social policy differences across countries are to be expected. Partly they 
reflect per capita income differences: as communities become richer, so does 
their demand for social policies and higher standards. Policy differences ex- 
ist also because of differences in tastes and preferences. Indeed one of the 
kev reasons for netionhood is to bring together and distinguish one grouping 
of people whose preferences are more similar to each other than to those of 
neighboring groups (Alesina and Spolaore 1995). In the case of environ- 
mental policies, they also reflect differences in per capita endowments of 
nazural resources and environmental amenities, and of information about 
environmental effects of various economic activities. Location, too, can mat- 
ter: countries whose pollution blows off shore may be less concerned with 
controlling emissions than those whose own citizens bear a fuller share of 
the burden. A diversity of social policies therefore is inevitable, and that di- 
versity in turn contributes to differences in countries’ comparative advan- 
tages in trade and to the gains from trade. 

As economic integration proceeds, though, pressure increases to reduce 
differences in social policies that have economic consequences. This has 
clearly happened within countries in the course of their economic develop- 
ment: numerous local, state or provincial policies/standards have gradually 
been replaced by national standards and conformance assessment (for the 
US experience see, for example, National Research Council 1995). The moti- 
vazion is not just to reduce administrative and conformance costs. It also re- 
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sults from concerns in high-standard regions that costs of production for 
some firms and industries are higher in their region than in regions with 
lower standards, causing them to be less competitive. These differences be- 
come evermore important as traditional barriers to trade and investment 
between regions fall (notably transport and communication costs). Harmoni- 
zation of those standards could go in either direction, however, with winners 
and losers in each region trying to influence the outcome. And there is no 
reason to presume that overall national economic and social welfare will im- 
prove because of those social policies being harmonized. 

Similar forces to those intranational ones are also at work in the inter- 
national arena. There have been substantial reductions in recent decades in 
traditional barriers to foreign import competition, including international 
transport and communication costs, tariffs, and other governmental border 
policies that inhibit flows of goods, services, and capital across national bor- 
ders.’ The resulting extra exposure of national economies to competition 
from abroad—in part due to the very success of the General Agreement on 
Tariffs and Trade (GATT) in promoting trade liberalization—has caused at- 
tention to focus more sharply on domestic policies, including cost-raising 
social policies and standards, that continue to reduce the international com- 
petitiveness of some firms and industries in each country (Bhagwati 1996). 
These harmed producers are especially likely to protest when new players 
with lower standards become significant competitors. This has happened-in- 
creasingly during the past quarter century first with the growth of Asia’s 
newly industrializing economies and then with the opening up of People’s 
Republic of China and numerous other transition and developing countries. 

It has been suggested that one of the driving forces behind regional in- 
tegration initiatives has been the tardiness of the GATT in taking up social 
policy issues among its large and diverse group of contracting parties 
(Lawrence 1995). Achieving agreement to harmonize social policies and oth- 
erwise coordinate trade-related and investment-related domestic policy re- 
forms is easier the more similar are the per capita incomes, tastes, and 
preferences of the countries concerned. Hence we observe the formation of 
trade blocs more among similar than disparate economies. We also observe 
the inclusion of social in addition to trade policies more in integration 
agreements involving richer than poorer countries, presumably because 


1. These reductions are reflected in the fact that globally, the volume of merchandise trade has 
been growing nearly twice as fast as the volume of merchandise output (3.9 compared with 2.1 percent 
per year during 1980-1992), and trade in commercial services has grown even faster (raising its share of 
global exports of goods and commercial services from 17 to 21 percent during 1980-1992; see GATT 
1994). Global direct and portfolio foreign investment, meanwhile, has grown nearly twice as fast as 
international trade over the past decade or so, following the deregulation of many countries' financial 
markets and the revolution in communications and data transmission. 
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(a) the demand for social policies is income elastic, and (b) barriers to inter- 
national trade and investment flows (both natural and governmental) tend 
to be lower among rich countries than between them and poorer countries or 
among poorer countries. 

When dissimilar countries have sought to join such blocs (e.g., Mediter- 
ranean to the European Community/European Union, or EC/EU; Mexico to 
the North Atlantic Free Trade Agreement or NAFTA), advocates for higher 
standards have endeavored to tie market access to the upward harmoniza- 
tion of social policies. To a considerable extent they have succeeded in doing 
so in the EU, and seem likely to continue to do that as and when Central and 
Eastern European countries join the EU. And in the case of NAFTA they 
were also successful after President Clinton came into office, to the extent 
that side agreements on environmental and labor standards were added to 
the NAFTA in the closing hours of its negotiations. 

As for trade outside these blocs, we tend to observe advocates for high 
stendards supporting import restrictions on like products from lower stan- 
dard countries. Why? Because such restrictions simultaneously reduce op- 
position by local firms to the raising of standards at home and increase the 
incentive for foreign firms and their governments to adopt higher standards 
abroad (out of fear of losing market access). However, such uses of trade 
po.icy are both discriminatory and protectionist. That brings advocates for 
higher standards both into direct conflict with supporters of liberal world 
trade and into coalition with traditional protectionist interests. Fear of the 
latter gaining superficial respectability in arguing against trade liberaliza- 
tion has led to claims that “social correctness” is becoming the New Protec- 
tionism (Steil 1994). 

This development concerns Asia’s developing countries for at least three 
reasons. First, those with a comparative advantage in natural resource- 
intensive and pollution-intensive products may lose directly from such trade 
restrictions. Second, none of them are members of either of the two main 
trading blocs (EU and NAFTA) and so are more vulnerable than members. 
Ard third, they could lose in so far as this development undermines the 
rules-based global trading system on which these countries are especially 
dependent (see below). 


Environmental Issues and International Trade 
and Foreign Investment Policies 


The concern to harmonize social policies across countries for reasons of 
efficiency of conformance and/or international competitiveness is only part of 
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the explanation for the call for regional and global cooperation on environ- 
mental matters. Another important part has to do with the growth in trans- 
border and global resource and environmental concerns per se. The list of 
environmental concerns with international or global dimensions has grown 
rapidly in recent years. In addition to:people being worried about air, water, 
soil, and visual pollution at the local, national, and regional levels, some of 
that pollution is believed to be also damaging the environment on a global 
scale, for example through ozone depletion and climate change. Some in rich 
countries are concerned that these problems will be exacerbated as economic 
growth takes off in newly industrializing countries. with lower prices for 
fossil fuels and laxer environmental standards. More and more people also 
worry about resource depletion, species extinction, and animal welfare at the 
global level, regardless of national boundaries. Ongoing integration of the 
world economy also brings with it new health and safety concerns by con- 
sumers of imported products. Needless to say, personal values play an im- 
portant role in debates on these issues. Hence there is considerable scope for 
friction between countries with different preferences, resource endowments, 
incomes, and knowledge about how different activities and policies affect the 
environment, and therefore different perceptions of optimal national and 
global environmental and resource policies. 

Though they might fluctuate with the business cycle, these heightened 
concerns for resource depletion and the environment are likely to keep 
growing. One reason is that, even though uncertainties remain, the scientific 
basis for many of these concerns is perceived to be more solid now than was 
the case 20 years ago. Another is that both the world’s population and its 
real per capita income continue to increase at very high rates by historical 
standards. Unfortunately, though, the supplies of most natural resources 
and environmental services are limited, and markets for many of them are 
incomplete or absent.” Markets are underdeveloped because of disputed, 
ambiguous, or nonexistent property rights, or because of the high cost of en- 
forcing those rights. 

It is true that the more advanced economies have established institu- 
tional structures to help handle the tasks of arriving at a social consensus on 


2. This does not apply equally of course to all natural resources and environmental services. 
Doomsayers have been shown to be spectacularly wrong in predicting the exhaustion of minerals and 
energy raw materials, for example, because they have failed to take into account economic feedback 
mechanisms. Beckerman (1992) notes that the cumulative world consumption of many minerals during 
the past quarter century exceeded “known reserves” at the beginning of the period, yet today’s revised 
“known reserves” nevertheless exceed those of 25 years ago! The same cannot be said for tropical 
hardwoods and some fish species, however, although in these cases there is scope to move further from 
the current “hunter/gatherer” technology to using land or water more intensively in planting trees for 
timber or practicing aquaculture in the same way as agriculture uses land to produce most other forms 
of food and fiber. 
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what are appropriate environmental or sustainable development policies for 
that society, of allocating property rights, and of enforcing policies. The same 
is true in some traditional societies before they begin to “modernize” and 
their resources come under pressure because of declining mortality rates. 
Bus it is less true in the newly “modernizing” economies, where the world's 
population and consumption growth are expected to be concentrated for the 
foreseeable future. Likewise at the multilateral level, cooperative intergov- 
errmental mechanisms in the environmental area have only recently begun 
to be formed and will take some time before they become very effective, es- 
pecially where free-rider problems are rife. 

Thus with sufficient fora yet to be fully developed for multilateral envi- 
ronmental dialogue, and with the problems increasingly being perceived as 
urgent as new scientific evidence becomes available, there is a growing in- 
terest among environmental groups—especially in the more advanced 
eccnomies—in using one of the few policy instruments apparently available 
to their governments, namely trade restrictions, to influence environmental 
outcomes both at home and abroad. 

Environmental groups perceive trade policy as a means both of raising 
nazional environmental standards at home and abroad and of inducing coun- 
tries to become signatories to and abide by international environmental 
agreements. On the first, these groups are aware that, unless compensated, 
firms will oppose the raising of domestic standards if competitors abroad are 
no; subjected to similar cost increases. But since the loss of competitiveness 
can be offset by import restrictions on products from lower-standard coun- 
triss, such restrictions can at the same time remove opposition by local firms 
to higher standards at home and increase the incentive for foreign firms and 
their governments to adopt higher standards abroad. Not surprisingly, those 
feetures make trade policy very attractive to environmentalists. 

On the second, with respect to international environmental agreements, 
a major attraction of trade measures is that they can be used effectively as 
sticks or carrots because they are relatively easy to use and are immediate in 
their impact. Even the threat of trade sanctions can have a rapid and per- 
suasive effect in encouraging a country to join an international environ- 
mental agreement and subsequently to abide by its rules. 

Already we have seen the use of discriminatory trade restrictions affect- 
ing particular targeted products (for example, in the Montreal Protocol on 
chlorofluorocarbon [CFC] substances that deplete the ozone layer). There 
have also been proposals to use trade sanctions against unrelated products. 
Tkese aim chiefly at persuading developing countries to adopt stricter envi- 
ronmental standards (for example, threats to provide less open access to 
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textile and other markets in industrial countries unless logging i is curtailed 
or managed on a more sustainable basis). 


Relationships Between Trade, Investment, Development, 
and the. Environment 


The standard theory of changing comparative advantages in a growing 
world economy, which has been developed without consideration of environ- 
mental concerns, can readily be modified to incorporate at least some of 
those concerns. As espoused by Krueger (1977) and Leamer (1987), this 
theory suggests that when a developing country opens up to international 
trade, its exports initially will be specialized in primary products. This is be- 
cause its stocks of produced capital relative to natural resources are com- 
paratively low. Should those nonnatural capital stocks per worker (including 
human skills) expand more for this country than globally, the country’s com- 
parative advantage will gradually shift from the extraction of raw materials 
(minerals, timber from natural forests) to more capital-intensive and skill- 
intensive activities (particularly manufactures and services)—except in 
relatively land-abundant countries where produced capital and new or newly 
imported capital-intensive technologies may be employed profitably to ex- 
tract minerals or farm the land. The industrialization will begin at an earlier 
stage. of economic development, and the nonprimary exports will initially 
tend to be more intensive in the use of unskilled labor, the more natural re- 
source-poor or densely populated the country. In the case of manufactures, 
the process of upgrading to more capital-intensive production over time 
leaves room in international markets for later-industrializing countries also 
to begin with labor-intensive export-oriented manufacturing. 

If national boundaries were such that there were no international envi- 
ronmental spillovers, and there were no global commons, this story need be 
complicated only slightly to incorporate nonmarketed environmental services 
and pollution byproducts. The complication required is simply to allow for 
the fact that as a country’s per capita income and industrial output grow, the 
value its citizens place on the environment increases. As well, their demands 
grow for proper valuation of resource depletion and environmental degrada- 
tion, for the assigning and better policing of property rights, and for the im- 
plementation of costly domestic pollution abatement policies—at least after 
certain threshold levels of income and/or pollution are reached.’ Beyond 





3. Three recent papers reporting evidence in support of the claim that the demand for imple- 
menting and enforcing pollution abatement policies is income-elastic are Radetzki (1992), Grossman 
and Krueger (1993), and Grossman (1995). 
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those threshold points the severity of such abatement policies is likely to be 
positively correlated with per capita income, population density, and the de- 
gre2 of urbanization. 

If all economies were growing equally rapidly, the progressive introduc- 
tion of national environmental taxes and regulations would tend to cause 
pollution-intensive production processes to gradually relocate from wealthier 
and/or more densely populated countries to developing and/or more sparsely 
populated countries.‘ They would also slow or reverse the growth in the 
quantity demanded of products whose consumption is pollutive, and more so 
in wealthier and/or more densely populated countries where taxes on such 
products would tend to be highest. If more advanced economies are net im- 
porters (net exporters) of products whose production (consumption) is pollu- 
tive, these countries’ optimal environmental policies would worsen their 
terms of trade to the benefit of poorer economies, and conversely (Siebert et 
al. 1980, Anderson 19922). Thus even countries without (or with unchanged) 
environmental policies will be affected through foreign trade and investment 
by the development of environmental policies that accompany growth in other 
economies. The extent of international relocation of productive activities due to 
the raising and enforcement of environmental standards should not be exag- 
gerated, however. Recent studies suggest the effect of such policies on com- 
parative costs may be quite minor. 

The story becomes more complicated, however, when account is taken of 
policy reactions to international environmental problems such as the global 
coramons, species depletion, or animal rights. The ban on ivory trade under 
the Convention on International Trade in Endangered Species (CITES) pro- 
vides an extreme example: the strong revealed comparative advantage that 
southern African nations had in elephant products disappeared when the 
ban was introduced in 1989 (since the trade was no longer possible). Another 
is the recent ban, adopted under the Basel Convention relating to hazardous 
waste, on exports of so-called hazardous recyclables from industrial to devel- 
oping countries: that ban threatens the growth prospects for recycling indus- 
tries in developinz countries. À third example is the proposed limitation on 
imports into some high-income countries of tropical bardwoods, the aim of 





4. The term “pollution-intensive production processes" should be broadly interpreted to include 
activities such as mininz in pristine areas or leisure services that may attract undesired local or inter- 
national tourists. The presumption is that industries are not affected equally by the progressive raising 
of environmental standards and charges, for otherwise there would be little change in the pattern of a 
country's trade. 

5. See, for example, Leonard (1988), Low (1992), Jaffe et al. (1995), and Levinson (1996). As well, 
Tokey (1990) finds little evidence of actual changes in patterns of trade specialization in response to the 
imposition of environmental regulations since the 1960s. However, as noted by Hoekman and: Leidy 
(1992), the absence of cnanges in trade patterns may be because import barriers were raised to offset 
any decline in the competitiveness of affected industries. 
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which is to discourage deforestation. An import ban of this kind would re- 
duce export growth in logs and perhaps sawn timber in those developing 
countries still well endowed with hardwood forests, while improving the 
terms of trade of other net importers of hardwood such as Japan; Republic of 
Korea; and Taipei,China. In addition,:the Montreal Protocol on phasing out 
the use of ozone-depleting CFCs incorporates discriminatory trade provi- 
sions, designed to limit the relocation from signatory to nonsignatory coun- 
tries of industries producing or using CFCs, as well as encouraging 
nonsignatories to accede to the Protocol. Then there is the infamous exam- 
ple of the United States ban on the importation of Mexican tuna which US 
authorities deem to have been caught in dolphin-unfriendly nets: domestic 
US regulations affecting the use of dolphin-unfriendly nets on US registered 
fishing vessels, if implemented alone, would have boosted Mexican compe- 
titiveness in tuna fishing, but the subsequent ban on tuna imports instead 
reduced it. As is clear in the latter two examples, the motive for trade policy 
action is often a mixture of national competitiveness concerns—especially in 
wealthier countries (typically not shared to the same extent by developing 
countries)—and concern for the global commons and for animal welfare. 

Two facts therefore need to be recognized. The first is that there are im- 
portant international environmental spillovers beyond the simple transbor- 
der ones that can be handled through negotiations between governments of 
affected neighboring countries. Those spillovers are of two sorts: in addition 
to the physical damage our activities can do to the global environment re- 
gardless of the location on the globe of those activities, there are nonphysical 
spillovers as. well. For example, I may grieve if another country’s activities 
threaten a particular animal or plant species in its jurisdiction. Or I may 
grieve if I believe your desires for higher environmental standards in your 
country are not being recognized sufficiently by your national government (a 
political market failure). Controversial though such views are,’ many people 
perceive a need for multilateral action to reduce these spillover problems, 
and that is where trade policy measures enter the debate: they are seen by 
environmentalists as providing powerful carrots and/or sticks for attracting 
signatories and/or penalizing nonsignatories to bilateral or multilateral 





6. A list of the international environmental agreements with trade provisions is provided in 
GATT (1992, Appendix 1) and Esty (1994, Appendix D). 

7. Some would argue that nonphysical spillovers are less worthy of consideration than physical 
spillovers, not least because they are less measurable and hence less “objective”. Hence the scope for 
traditional protectionists “capturing” environmentalists concerned with nonphysical spillovers is con- 
siderable. Others would counter that there is often so much uncertainty about the extent and effects of 
physical spillovers that they too may be subjective and hence qualitatively no different from nonphysi- 
cal spillovers. The point is that both exist, and we see no reason a priori to presume that one is more 
important than the other in some “willingness-to-pay” or popularity sense. 
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environmental agreements, as well as for encouraging other countries to 
adopt better national environmental policies for the sake of their own citi- 
zens and environment. 

The other fact that needs to be recognized is that one country's envi- 
ronmental policy choice is not independent of the choices of other countries. 
Why? Because the imposition of higher. standards or pollution charges at 
home alters the international competitiveness of industries, in particular by 
harming the more pollution-intensive industries. The more their competitors 
abroad are not subjected to similar cost-raising policies, the more such in- 
dustries would lobby against the imposition of higher standards at home. 
And while it is true that the less-pollutive industries at home would benefit 
from higher environmental standards, they are more diffuse and so are not 
likely to add much support to the environmentalists' lobbying. 

It was because of this latter fact that trade policy first entered the envi- 
ronmental picture, back in the latter 1960s when the first wave of wide- 
spread concern for the environment began in industrial countries. As 
already mentioned, environmental groups perceived that, since the loss of 
competitiveness of pollution-intensive industries could be offset by restric- 
tions on imports from lower-standard countries, such restrictions could at 
the same time reduce opposition by such industries to higher standards at 
home and increase the incentive for foreign firms and their governments to 
adopt higher standards abroad to avoid being subjected to anti “eco- 
dumping" duties. 

The demand for unilateral use of trade policy for this latter reason has 
grown in two ways over time with the internationalization of the global 
economy. One is that, with the decline in traditional trade barriers (tariffs, 
transport and communication costs, etc.), any given environmental charge is 
becoming relatively more important as a determinant of international com- 
petitiveness, ceteris paribus. And the other is that, with the 1980s’ deregu- 
lation of financial markets and direct foreign investment, the possibilities for 
firms to disinvest in high-standard countries and relocate their capital in 
lower-standard countries (“pollution havens”) have increased markedly. En- 
vironmental groups fear this will result in governments delaying the intro- 
duction or enforcement of environmental policies—and possibly even a 
lowering of standards in a “race to the bottom”—in their attempts to attract 
or retain investments and hence jobs. 

Both types of environmental uses of trade policy—unilaterally, and to 
increase the workability of multilateral environmental agreements—raise 
potential conflicts of interest between rich and poorer countries; and the fact 
thet discriminatory trade measures are increasingly being used to achieve 
the environmental objectives of rich countries, without regard for legitimate 
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economic development concerns of poorer countries, increase the likelihood 
of environment-related trade disputes. There is even dispute over what consti- 
tutes the global commons: some argue that a country or region should not 
have to bow to international pressure to preserve endangered species in their 
territory (or at least not without adequate compensation), while others argue 
that such countries are merely the custodians of those resources for the 
benefit of humankind in general. 

The increasing use of discriminatory trade measures to address environ- 
mental issues should concern the world at large, and Asia’s developing countries 
in particular, for at least four reasons. First, trade policy measures typically will 
not be the first-best instruments for achieving environmental objectives. This 
is because trade sanctions or the threat of trade sanctions does not directly 
affect the root cause of the environmental problem. Their use in place of 
more efficient instruments reduces unnecessarily the level and growth of 
global economic welfare as conventionally measured, and may: even add to, 
rather than reduce global environmental degradation and resource depletion." 

The second reason for concern is that producer interest groups and 
some environmental groups are nevertheless finding it mutually advanta- 
geous to use environmental arguments in support of their claims for unilat- 
eral import restrictions, particularly following the costly imposition of 
stricter environmental standards on domestic producers." In this sense, the 
environment can provide a convenient additional excuse for raising trade 
barriers—and one that is socially respectable. Unfortunately, such protec- 
tionist action reduces real incomes not just at home but elsewhere too, espe- 
cially in developing and natural resource-abundant countries. 

Third, in so far as this can lead to an escalation in trade disputes—as is 
almost inevitable, especially given the North-South dimension involved and 
the fact that environmental uses of trade policy are inherently discrimina- 
tory—it could be followed by retaliatory and counterretaliatory action, the 
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8. The ban on ivory trade again provides a case in point. By lọwering the value of elephant 
products, the ban reduces the incentive for rural Africans to tolerate elephants tramipling upon their 
crops and so ultimately could. result in more rather than less culling of elephants in some areas. In 
other areas, the ivory trade ban has reduced the value of the animal so much that it is no longer profit- 
able to cull the herd. An unfortunate consequence is that bushland in national parks is being deci- 
mated by the increased number of elephants, which is of course endangering other species (Barbier et 
al. 1990). : 

Even the threat of trade restrictions can be environmentally counterproductive. The talk of 
European import bans on tropical hardwood logs (together with tariff escalation on timber product 
imports) has encouraged Indonesia to ban log exports. But since felling has been allowed to continue, 
this policy has lowered the domestic price of logs and thereby raised effective assistance to Indonesia's 
furniture and other timber-using industries to extremely high levels (GATT 1991, 127). At that lower 
log price and with possibly lower-quality saw-milling techniques it is not surprising that less of each 
tree is now used, leading to nearly as many trees being felled as prior to the log export ban. 

9. See the discussion in Hillman and Ursprung (1992) and Hoekman and Leidy (1992). 
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end result of which would be an undermining of the rules-based open global 
trading system on which the dynamism of Asia's developing economies con- 
tinues to depend. 

The fourth reason to be concerned is that there is another important 
sense in which aspects of environmentalism are putting at risk the global 
trading system: in addition to proposing the use of trade restrictions, some 
environmentalists also oppose trade and investment liberalization. They op- 
pose the GATT's attempts to reduce barriers on at least two grounds: that 
freer trade means more output and income which they presume would mean 
more resource depletion and degradation of the natural environment; and 
that freer trade and investment encourages the relocation of environmen- 
tally degrading industries to countries with lower environmental protection 
standards and/or more fragile natural environments, and leads to greater 
transportation activity which contributes further environmental damage. 

Neither of these assertions is unambiguously supported by empirical 
evidence. The first, that income increases mean greater damage to the natu- 
ral environment, may be true initially for some poorer countries (in which 
case any additional environmental damage has to be weighed against the 
marginal economic benefits of higher incomes for poor people), but once 
middle-income status is reached people tend to alter their behavior in ways 
that reduce pressures on the environment. A key change is in family size: 
higher incomes lead in time to lower population growth rates (Baldwin 
1995).. Along with the increased employment opportunities resulting from 
trade liberalization, this is likely to have a major effect in reducing the rate 
of environmental degradation due to population pressures in developing 
countries. In rural areas it means fewer people denuding hillsides to eke out 
a subsistence income, while in urban areas it means fewer unemployed or 
underemployed squatters in shanty towns with poor sanitation and water. 

Another common behavioral change as economies open up and incomes 
rise is that the demand for education expands, and with more income and 
education comes more skillful management of all resources including the 
environment, and more forceful demands on governments to improve the 
establishment and policing of private property rights and more stringent 
environmental policies (Radetzki 1992, Grossman 1995). As well, the political 
cost of implementing such policy reforms tends to fall because of increased 
opportunities for businesses to meet stricter standards by acquiring more, 
cheaper, and environmentally benign production processes and products 
from abroad. 

Third, the increase in the value of poor people's time in developing 
countries will alter household activities in another way which is especially 
important for the environment. Specifically, the relative price of wood (in 
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terms of time spent gathering it) for household fuel rises. Since about three 
quarters of the timber harvested in developing countries is used as house- 
hold fuel, this change could have a major beneficial impact in reducing de- 
forestation.and carbon dioxide levels. 

The other major assertion by environmentalists, that the global envi- 
ronment is necessarily harmed by. the relocation of production following 
trade and investment liberalization, is also questionable. We know from the 
law of comparative advantage that not all industries will be relocated from 
rich to poor countries when the former's trade barriers are lowered: some 
industries in the North will expand at the expense of those industries in the 
South, and conversely. In any case, it should not simply be assumed that 
relocating some production to the South necessarily worsens the environ- 
ment. Recent preliminary examinations of the likely environmental effects of 
reducing government assistance to two of the North's most protected indus- 
tries, coal and food, reveal that in both cases the global environment may 
well be improved by trade liberalization, especially if complementary envi- 
ronmental policies are in place (Anderson 1992b, 1992c, 1995; Steenblik and 
Coroyannakis 1995). Nor need the risk of environmental damage from 
transport activity increase with trade reform. The lowering of import barri- 
ers to processed primary products, for example, would allow more raw ma- 
terials to be processed in resource-rich countries, so reducing the bulkiness 
of shipments. But evidently many more empirical studies are required before 
the more extreme environmental groups will alter their perception of and 
publicity against multilateral trade reform as an environmentally unfriendly 
activity. 


The GATT/WTO and the Environment 


At the level at which Asia is economically integrated with the rest of the 
world through international trade, its dominant forum for discussing issues 
and settling disputes is the GATT, which at the beginning of 1995 évolved 
into the World Trade Organization (WTO). How "green" are the rules of the 
GATT and how have they been adapted over time?" From the outset the 
GATT has been a conservationist institution in the sense that its purpose 
has been to reduce trade barriers and thereby reduce the inefficiency in the 
use of the world's resources. 





10. For detailed legal assessménts, see for example Hudec (1996) and Esty (1994). 


Mt 


a. 


Economic Integration, Cooperation, and the Asian Environment 57 


The heart of the GATT, agreed to by 23 original contracting parties in 
1947 and since then by another 100 or so countries, is the nondiscrimination 
requirements of Articles I and III. These obligate parties to treat imports 
from any GATT contracting party no less favorably than other imports (the 
“most-favored-nation” requirement) and no less favorably, after border taxes 
are paid, than similar domestic products (the “national treatment” require- 
ment). Article XX provides exceptions to these general rules, however, in- 
cluding provisions for some environmental regulations. Specifically, parts 
(b) and (g) of Article XX allow trade restrictions “necessary to protect hu- 
man, animal, or plant life or health” and “relating to the conservation of ex- 
haustible natural resources if such measures are made effective in 
corjunction with restrictions on domestic production or consumption”, sub- 
ject to the requirement that such restrictions “are not applied in a manner 
which would constitute a means of arbitrary or unjustifiable discrimination 
between countries where the same conditions prevail, or a disguised restric- 
tion on international trade”. The latter has been interpreted to mean that 
the measure must be primarily for a conservation purpose (rather than for a 
mixture of motives) and must be necessary in the sense of being the least 
GATT-inconsistent measure available. These provisos have ensured that the 
Article has been rather narrowly interpreted, which is partly why some en- 
vironmental groups have felt further greening of the GATT is required 
(Charnovitz 1991, Esty 1994). But there is nothing in the GATT that pre- 
vents a country adopting production or consumption measures to offset envi- 
ronmental externalities associated with either of those sets of activities. And 
since trade itself is almost never claimed to be the root cause of an environ- 
mental problem, supporters of the institution see little need to consider trade 
measures as part of the solutions to those problems. 

As already mentioned, widespread public interest in trade and envi- 
ronmental issues first surfaced in rich countries in the late 1960s or early 
1970s. At that time concern focused mainly on industrial pollution within 
and between neighboring advanced economies. The foreign trade and in- 
vestment issues raised at that time centered on how the imposition of 
stricter pollution standards at home rather than abroad might damage the 
international competitiveness of the home country’s firms, and how to avoid 
such damage through border protection measures. Where the environmental 
damage caused by production is purely local, the calls by disadvantaged 
firms for trade restrictions or subsidies to offset the decline in their interna- 
tional competitiveness, because standards have been raised, has no economic 
logic: such assistance would tend to offset the desired effect of limiting by- 
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product pollution.” Nor is it reasonable to conclude that other countries are 
engaging in “ecodumping” if the imports they are able to supply are pro- 
duced with laxer environmental standards, if those lower standards are 
consistent with the preferences and natural resource endowments of those 
exporting countries (e.g., because those countries are poorer and/or less 
densely populated and less urbanized). Even so, claims for protection against 
“ecodumping” have political appeal and may result in higher import barriers 
or export subsidies than would otherwise be the case in advanced economies. 
Leading up to the UN Conference on the Human Environment held in 
Stockholm in June 1972, the GATT Secretariat produced a background pa- 
per on those issues (GATT 1971), and a Working Group on Environmental 
Measures and International Trade was established. But no significant 
changes to the GATT occurred during the Tokyo Round as a result of these 
concerns being expressed, and it was two decades before the Working Group 
met for the first time. 

Trade policy actions are more likely to occur, and to be more difficult to 
dismiss as inappropriate, when environmentalists in such countries view 
particular damage to the environment as unacceptable regardless of the na- 
tion in which the damage occurs. This case is even more problematic if the 
damage is not just nonphysical (as with animal rights) but also physical, for 
then the relocation of production to a country with laxer environmental 
standards may worsen animal welfare, or the environment at home, and 
reduce the profitability of the home firms. The US-Mexico dispute over the 
use of dolphin-unfriendly nets by tuna fishermen again comes to mind. In 
that case the GATT ruled against the US ban on imports of tuna from Mex- 
ico, partly because the ban did not discriminate according to which type of 
net was used, as it cannot, because an aspect of the production process 
rather than the final traded product itself is what is considered objection- 
able. The GATT panel ruled against the ban because to do otherwise would 
have created a huge loophole in the GATT for any country unilaterally to 
apply trade restrictions as a means of imposing its environmental standards 
on other countries. Such a loophole would work against the main objective of 
the multilateral trading system which is to provide stable and predictable 
nondiscriminatory market access opportunities through agreed rules and 
disciplines and bound tariffs on imports. 

Following a lull in interest brought on by the economic disruptions of 
the 1973-1982 oil-shock period, the current wave of public concern for the 





11. Such protection from import competition cannot be justified on economic efficiency grounds 
(nor for that matter on environmental grounds), because the environmental policy aims to eliminate an 
unjustifiable (implicit) subsidy arising through undervaluation of environmental resources, rather than 
to add an unjustifiable tax (Snape 1992). 
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natural environment, leading up to and following the United Nations Con- 
ference on Environment and Development (UNCED) held in Brazil in June 
1992, is much more intense, widespread, and likely to be sustained and to 
afféct a much broader range of countries than before the latter 1980s. The 
Uruguay Round agenda was set by 1986 before the current wave had built 
up, so the trade/environment issue was not a separate item for negotiation. 
Nor was there an environmental impact assessment of the Round as a whole. 
However, the Working Group on Environmental Measures and International 
Trade that was formed in 1971 was activated for the first time in 1991 and 
has met frequently since then. As well, several of the Uruguay Round 
agreements contain provisions that relate to the environment and build on 
Articles in the General Agreement. 

The most fundamental provision in the Round is in the Preamble to the 
agreement to establish the World Trade Organization (GATT 1993), which 
refers to the WTO’s objective as enabling all contracting parties the maxi- 
mum opportunities for: 


expanding the production and trade in goods and services, while 
allowing for the optimal use of the world's resources in accordance 
with the objective of sustainable development, seeking both to pro- 
tect and preserve the environment and enhance the means for do- 
ing so in a manner consistent with their respective needs and 
concerns at different levels of economic development (p. 1). 


To give initial effect to that, a decision was taken on trade and environment 
by ministers meeting in Marrakesh in April 1994 to sign the Final Act of the 
Uruguay Round. They agreed to establish a Committee on Trade and Envi- 
ronment to report to the first biennial meeting of ministers (in 
Singapore in December 1996). The other main features of'the Uruguay 
Round agreements with environmental provisions relate to technical barri- 
ers to trade, sanitary and phytosanitary measures, and the agreements on 
subsidies and countervailing duties and on trade-related intellectual prop- 
erty rights. Overall, the trade liberalization to result from the Uruguay 
Round is likely to conserve resources and reduce environmental degradation 
rather than be unfriendly to the natural environment (see Anderson 1996 for 
details). 
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GATT/WTO and Multilateral Environmental Agreements 


The other way in which trade policy is being called upon to help achieve 
environmental objectives has, as mentioned above, more validity. It is either 
a carrot or stick to entice countries to sign and abide by multilateral envi- 
ronmental agreements. In the case of combatting global environmental 
problems such as ozone depletion or climate change, the free-rider problem 
arises. One of the more obvious and possibly more cost-effective ways to re- 
duce the free-rider problem is to write trade provisions into the agreement, 
as was done in the 1987 Montreal Protocol on reducing the use of CFCs and 
halons to slow down ozone depletion. To date no GATT contracting party has 
formally objected to use of that trade policy. Nor have they to the bans on 
trade in ivory, rhino horn, and tiger products that are part of the Convention 
on International Trade in Endangered Species (CITES), or to the trade pro- 
visions in the Basel Convention on trade in hazardous wastes. Conflicts may 
well arise in the future, however, if trade provisions are drafted into more 
contentious multilateral environmental agreements. (For example, attempts 
to impose a global carbon emissions tax are met by resistance from fossil fuel 
exporting countries as well as users of such fuels.) That is why this matter 
figures importantly on the agenda of the new WTO Committee on Trade and 
Environment. Discussions so far in the GATT/WTO have centered around 
the idea of providing waivers on a case-by-case basis or, alternatively, of 
providing an “environmental window” for multilateral environmental 
agreements within the GATT exceptions clause (Article XX). 

To help assess the appropriate role for trade policy in multilateral envi- 
ronmental agreements, it is helpful to recall that supporters of trade liberali- 
zation and of environmental protection share a common goal: to improve 
social welfare. They also share a common problem: the need to foster multi- 
lateral cooperation to fully achieve that objective, because in each sphere 
(the economy and the environment) there is considerable and increasing in- 
terdependence among nations. But the two groups differ in the important 
respect that supporters of liberal world trade have understood its virtues for 
two centuries and have been active for more than 50 years in building insti- 
tutions such as the GATT and WTO to help achieve their goal, whereas 
widespread concerns about the environment are relatively new and support- 
ers of environmental protection entered only recently as significant players 
in international policy arenas. 

Understandably, supporters of liberal trade and the GATT/WTO resent 
the encroachment of these “new kids on the block” onto what they perceive 
as their hard-won territory, especially when they genuinely believe that re- 
ducing trade barriers is likely to be environmentally friendly and consistent 
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with sustainable development in the long run in the sense that it allows the 
world to use its resources more efficiently.” Equally, advocates for greater 
environmental protection are frustrated that international agreements as 
important as those resulting from the GATT’s recent Uruguay Round can be 
implemented without being subject to environmental impact assessments or 
environmental safeguards. 

Clearly there is scope for greater understanding and altered strategies 
on both sides. More than that, there is the distinct possibility that, by work- 
ing together, both groups’ objectives will be further enhanced—a “win-win” 
outcome. But such an outcome will require much more than just “greening” 
the GATT/WTO. Some observers believe it may ultimately require a Global 
Environmental Organization (GEO) to set rules, negotiate multilateral 
agreements, and settle disputes over environmental policies in the same way 
thet the GATT has presided over trade policies for the past five decades 
(Esty 1994). The advantage of a GEO, it has been argued, is that it could 
recirect environmentalists’ attention away from trade policies and toward 
ensuring the implementation of more appropriate policy instruments for 
achieving environmental objectives, allowing both sets of policies to more 
effectively contribute toward the common goals of sustainable development 
and improvement in the quality of life. Even so, the issue of whether the 
WTO or the GEO would have precedence would need still to be resolved. It is 
noteworthy that the side agreement to the NAFTA gives a surprising degree 
of precedence to environmental concerns relative to trade concerns. What 
would be more appropriate is a recognition that where the two are in con- 
flict, achieving the optimal welfare-maximizing outcome requires both to 
compromise somewhat. 

Thus the trade policy community needs to be involved in negotiating 
multilateral environmental agreements that are likely to include trade pro- 
visions, and to develop criteria by which WTO members could assess in ad- 
vance the extent to which trade restrictions within such agreements are 
acceptable. Some of the relevant criteria were enunciated at UNCED. It is 
important to ensure that trade provisions are strictly necessary and effective 
in achieving the environmental objectives involved. For reasons outlined 
earlier, there will often be an alternative, more effective instrument than 
trade restrictions. Where trade instruments are required in the absence of 
superior policy measures, they should be used only in proportion to the size 


12. See the literature review in, for example, Ulph (1994). Liberal traders should acknowledge, 
however, that opening up to trade can lead to overexploitation of common-property resources (e.g., via 
deforestation of tropical forests) in the absence of adequate property rights, environmental charges, 
andor policing, in which case there may be a second-best case for restricting trade until those prob- 
lems are resolved (Chichilnisky 1994, Copland and Taylor 1995). 
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of the associated environmental problem and should be the least trade re- 
strictive measure available. The measures ought to be transparent and not 
be protectionist in impact, and where possible be consistent with both the 
GATT principles of nondiscrimination (most-favored-nation and national 
treatment) and the key environmental principles such as the polluter pays 
and the precautionary principles. 


-Response of Asian Developing Countries 


The international efforts under way in various subregional, regional, 
and global fora related to cross-border environmental interactions cover a 
wide range of activities, from capacity building and institutional strengthen- 
ing, to biological research, to the control of cross-border movement of haz- 
ardous wastes, bans on driftnet fishing, and efforts to slow down global 
warming and protect the ozone layer. Yet, given the urgency of many of the 
problems and the tendency for international disputes to escalate if not re- 
solved, even more needs to be done. We begin by looking at what has been 
achieved recently in Asia, and then examine what else could or should be 
done. 


Subregional and Regional Initiatives” 


Not all international environmental issues affect all countries. Problems 
such as acid rain, desertification, flooding due to deforestation or siltation, or 
pollution of a particular watercourse may involve only a small set of neigh- 
boring countries. Environmental issues like these are best dealt with in a 
regional or even subregional forum. Over the past two decades, as the eco- 
nomic and environmental interdependence of developing economies in Asia 
has increased, so have their efforts toward regional and subregional coop- 
eration. While these cooperative efforts primarily.are aimed at promoting 
intraregional trade and investment, with beneficial environmental conse- 
quences through more efficient resource use, they also provide fora for dis- 
cussing and planning cooperative efforts for sustainable use of the 
environment. 

An example is the APEC. APEC members are committed to “open re- 
gionalism”, designed to encourage greater openness throughout the global 
economy as well as in the region. The linkage between trade and the envi- 





18. This section draws on Brooks (1995). 
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ronment was identified as a “key facilitation issue” in the Second Report of 
the APEC Eminent Persons Group and the forum members have recently 
agrzed to promote cleaner industrial production technologies, convincing 
companies to meet the ISO 14000 standards. Members who have imple- 
mented pollution charges to promote sustainable development, such as Ma- 
laysia and Indonesia, and those with plans for their implementation, such as 
the Philippines, use the forum to learn from each other's experiences. The 
APEC energy working group also promotes cleaner and more diversified en- 
ergy sources in its member countries, which account for half of the world's 
energy consumption. 

Another example is the Association of Southeast Asian Nations 
(ASEAN). ASEAN has developed a plan of action on the environment and a 
working group on transboundary pollution that is developing procedures to 
control the cross-border movement of hazardous wastes between member 
countries. The plan of action on the environment aims to strengthen legal 
anc institutional capacities to implement international environmental 
agreements, to harmonize ambient air and river water quality standards, 
anc to develop a regional framework for integrating environmental concerns 
in the decision-making process of member countries. ASEAN also has a 
Working Group on Nonconventional Energy Research and energy programs 
with its dialogue partners Australia, Canada, and the United States. 

The South Pacific Forum also has been active in environmental matters. 
In -979 it established the Forum Fisheries Agency to provide technical assis- 
tance to Forum members in developing and managing fisheries. It adopted 
the South Pacific Nuclear Free Zone Treaty, also known as the Treaty of 
Rarotonga, in 1985 and was prominent in protesting the 1995 French nu- 
clear testing in the Pacific. The Treaty has since been signed by all of the 
major nuclear powers. The Forum has also drafted a treaty to ban the impor- 
tation of toxic waste into the region. In 1989 the South Pacific Forum also 
issued the Tarawa Declaration calling for a cessation of driftnet fishing in 
the South Pacific, which was followed by later UN resolutions to the same 
effect. There is as well a South Pacific Regional Environment Programme 
(SFREP), which undertakes research and monitors and provides information 
for sustainable management of natural resources and which has played a 
key role in negotiation of a Convention for the Protection of the Natural Re- 
sources and Environment of the South Pacific Region. 

There is also the recently formed Greater Mekong Subregional Working 
Group on Environment. Its purpose is to facilitate cooperation regarding 
environmental and natural resource management among the six Greater 
Mekong Subregion countries and to address the environmental implications 
of various infrastructure and other projects undertaken in the subregion. It 
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is composed of senior level representatives of the national environmental 
protection agencies of the six countries and reports to the Ministerial Con- 
ference on Subregional Cooperation. The main activities expected of the 
Working Group include policy advice and guidance on specific subregional 
environmental programs, overview and advice on the Environment Program. 
conducted under the auspices of the Mekong River Commission and other 
externally funded environment programs, guidance on appropriate treat- 
ment of environmental issues raised by proposed infrastructure and other 
projects, seeking donor support and coordination for priority subregional 
needs in the environment sector, harmonizing environmental policies which 
impact on neighboring countries, and sharing information on successful ap- 
proaches to common problems. Other cooperative activities in the Greater 
Mekong Subregion include a subregional environmental monitoring and in- 
formation system technical assistance project, a subregional environmental 
training and institutional strengthening project, and a project on sustainable 
management of forest resources. 


What Asian Developing Countries Can Do 


A major concern is the large gaps in the scientific knowledge of envi- 
ronmental interactions. More research needs to be done at the national, re- 
gional, and global levels, with international cooperation playing a key role in 
exchange of knowledge, technology, and human and financial resources for 
research and dissemination. That some of the newly industrializing econo- 
mies, such as Republic of Korea, are now placing greater emphasis on re- 
search and development in industry is an encouraging sign, but much more 
empirical analyses are sorely needed. 

The experiences of the Uruguay Round and of the Inter-governmental 
Panel on Climate Change made clear that empirical studies are far more 
powerful than abstract arguments in focusing attention on the need for pol- 
icy reform. Those quantitative exercises have provided the world with mul- 
tisector, multicountry models that are capable of being modified to estimate 
as well the linkages between trade, resource depletion, and environmental 
degradation. À beginning has been made in that direction, but there is great 
scope for further, high-payoff research in this area. Such forward-looking 
modelling requires the inclusion of endogenous behavioral relationships not 
only for private households and firms but also for governments, so as to cap- 
ture not just the demographic transition but also the transitions in both 
trade and environmental policies. that typically accompany per capita income 
growth. Now is not too early to begin if that research is to influence the next 
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round. of multilateral trade negotiations, because they are scheduled to get 
under way before the end of this decade. It would also be helpful in APEC 
trade liberalization discussions following the Bogor Declaration of November 
1994, for example in demonstrating the adverse environmental and economic 
consequences of excluding agriculture from the move toward free trade in 
APEC by 2020. Since East Asia's developing economies have more to gain 
than most others from that type of empirical studies, now is the time for 
them to cooperate in sponsoring such analyses, perhaps with the help of re- 
gional institutions. 

More research is also needed on the institutional aspects of solving the 
market failures that often result in environmental problems. In practice, the 
property rights and the tax or subsidy approaches to correcting market fail- 
ures often differ more in emphasis than in substance. Marketable permits 
for pollution emissions have proven to be a useful innovation, but both the 
range of their application and their alternatives need to be more fully devel- 
oped, particularly for application at an international level. International aid 
for the environment, as with other types of international aid, suffers from 
problems of coordination. The wide range of nongovernmental, national, and 
cooperative arrangements undertaking action for environmental preserva- 
tion or improvement can easily lead to inefficient use of scarce resources, 
something that those concerned about the environment should be particu- 
larly wary of. International environmental agreements cover a wide range of 
subjects and are not a new phenomenon, and their number has grown rap- 
idly in the past few decades, but generally in a piecemeal way. 

Proposals for a global environmental organization to track and/or coor- 
dinate international environmental activities, on the order of the WTO, have 
so far met with a lukewarm response. In part this reflects the recentness of 
widespread international concern for the environment, relative to that for 
trade or some other interests. Similarly, although there are international 
agreements covering some environmentally sensitive areas, there is no or- 
garization to set and enforce regulations covering cross-border environ- 
mental effects in the way that national governments can protect their 
domestic environments. A formally structured organization may be unneces- 
sary, but with little coordination in efforts and with limited understanding of 
the environmental interactions on which our lives depend, the dangers of 
neglect may be great. 

The Uruguay Round agreements themselves are good news for Asia’s 
developing countries. However, demands for greater harmonization of do- 
mestic environmental policies for conformance and competitiveness reasons, 
coupled with the greening of world politics, are likely to put the WTO and 
trade policy under pressure to perform tasks for which they were not de- 
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signed and are not well suited—and at a time when the WTO needs first to 
consolidate its role in the world and ensure the implementation of the Uru- 
guay Round before moving into these more thorny issues that are only pe- 
ripherally connected with trade." 

The pressure on the WTO to become more entwined with environmental 
standards is and should be of considerable concern to Asia’s developing coun- 
tries. The reason is not so much that the imposition of higher standards 
themselves would be costly to them. In fact middle-income, mid-standard 
countries may well be net beneficiaries if low-income, low-standard countries 
were required to raise their standards more than them to reach minimum 
acceptable levels. Even the negative direct effect for low-income economies of 
having to raise their standards could be offset somewhat, at least for the 
least densely populated poor countries, by a terms of trade improvement if 
many countries were to raise their standards multilaterally. Nonetheless, 
many developing countries are suspicious of the motives of OECD countries, 
and object to what they perceive as social imperialism and a denial of their 
national sovereignty. While they are not being targeted per se, the fact is 
that such standards tend to be applied less in developing countries because 
they are poorer. That, together with the fact that their comparative advan- 
tages often are in natural resource-intensive and pollution-intensive indus- 
tries, means those countries are vulnerable either to being pressured to 
enforce stricter standards and/or to facing less market access for their ex- 
ports to stricter-standard countries. Furthermore, should the use of trade 
policy to try to harmonize standards upward lead to trade retaliation and 
counterretaliation, the end result could be a weakening of the multilateral 
trading system on which Asia’s developing countries depend heavily. 

Since the entwining of environmental issues with trade policy is more 
likely to tighten than to disentangle in the forseeable future, the question 
arises as to how developing countries ought to respond at the global level. 
One response is to disseminate more widely the sound arguments for not 
using trade-restrictive measures to achieve the following environmental 
objectives: 





_ 14. The suggestion has been made, for example, that the WTO become active in monitoring and 
enforcing agreed-upon minimum environmental standards. That presumably would involve environ- 
mental standards being reviewed as part of the GATT/WTO regular Trade Policy Reviews (TPR). Given 
that the WTO’s TPR mechanism is already stretched to its limit in covering even the major trade poli- 
cies of contracting parties, such an addition to its workload would require a very substantial addition to 
its resources—not to mention the extra burden on those employed in national capitals when the re- 
views are under way. An even greater potential increase in workload would result for the WTO’s dis- 
pute settlement mechanism. 
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that differences in standards are a legitimate source of comparative ad- 
vantage in so far as they reflect differences in resource endowments and 
societies’ preferences and ability to afford the good things in life; 


that standards rise with per capita income and that liberal trade and 
investment policies promote income growth; 


that theory and empirical evidence provide little reason to expect that 
differences in standards contribute significantly to differences in costs of 
production and hence to trade and investment patterns, nor that down- 
ward harmonization of standards (a “race to the bottom") is occurring; 


that if freer trade were to worsen welfare of, say, low-skilled workers, 
adjustment assistance programs such as retraining subsidies should 
provide much cheaper solutions than trade restrictions, as do nontrade 
measures such as labelling (*dolphin-friendly tuna") that allow consum- 
ers to exercise their preferences through the market; 


that since developing countries have contributed a disproportionately 
small amount per capita to global environmental problems such as the 
greenhouse effect, they should be compensated accordingly for contrib- 
uting to their solution, rather than have that contribution demanded of 
them under threats of trade sanctions; and 


that the GATT rules-based multilateral trading system is threatened by 
the risk of environmental groups being captured by traditional protec- 
tionist groups in high-standard countries, and by the risk of resulting 
trade restrictions and pressure to involuntarily raise standards being 
used by protectionist groups in lower-standard countries to argue 
against their countries’ export-oriented development strategy. 


More dialogue and compromise between countries is likely to be needed. 


One suggestion is if developing countries were to commit themselves to en- 
forcing minimum standards and to raising those standards over time accord- 
ing to a specified schedule in return for gradual improvements in OECD 
market access over and above commitments bound in the GATT/WTO, vocal 
interest groups in high-income countries would be less able to deny that im- 
provements in social standards are positively related to income and trade 





15. Surveys of the relevant theory can be found in Bhagwati and Srinivasan (1996) and Wilson 


(1995). For empirical evidence, see for example Tobey (1990), Low (1992), Jaffe et al. (1995), and Levin- 
son (1996). 
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growth. That would be using trade policy as a carrot rather than a stick. (It 
would, however, still entwine environmental standards and trade in a way 
that might prove unhealthy for the global trading system.) Likewise, if de- 
veloping countries were seen to be enforcing reasonable standards especially 
effectively on their foreign investors, concerns about capital outflows to 
“pollution havens” would be less justifiable. Alternatively or additionally, 
developing countries could transfer the onus back to high-standard countries 
to insist their firms accede to the same high standards when they invest in 
developing countries as in more advanced economies. Further, anxiety over 
deforestation could be reduced if developing countries were able to demon- 
strate they can police restrictions on logging and are prepared to do so in 
return for adequate compensation in the form of greater access to OECD 
markets and/or aid (e.g., via the Global Environment Facility). 

Finally, on the role of APEC, since a complete decoupling of environ- 
mental issues from trade policy seems unlikely in the foreseeable future, it is 
important for developing countries to consider what principles ought to gov- 
ern the design of trade policies and trade-related environmental policies to 
ensure equitable and sustainable development. Several have been mentioned 
above. Even if developing countries were simply to discuss such a list with 
higher-standard countries, the resulting dialogue may itself be productive in 
diffusing some of the concerns expressed by environmental groups. APEC, 
with its diffuse but relatively small membership, provides an obvious forum 
for such discussion before the much larger WTO membership debates the 
issues. In the same spirit, APEC might also begin to monitor trade-related 
environmental measures as part of its overall compilation of trade impedi- 
ments in the Asian and Pacific region. As well, it might actively seek, as a 
priority in its trade facilitation and liberalization initiatives, the removal of 
trade policies that incidentally harm the environment—again, providing a 
regional example for what might eventually be achievable globally through 
the WTO. 
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Managing Volatile Capital Inflows: 
The Experience of the 1990s 


Helmut Reisen 





Abstract. The paper aims at deriving lessons for macroeconomic policy in developing 
countries in response to heavy temporary capital inflows as witnessed in the early 1990s. 
First, after spelling out the major reasons why policymakers should be concerned about 
cyclical inflows, the volatility of different capital-account items (bank lending, foreign direct 
investment, and portfolio flows) is assessed. Second, the recent capital flows are compared 
between Asia and Latin America for similarities and differences. Third, the paper discusses 
for 13 heavy capital importers in Asia and Latin America the extent to which they met the 
prerequisites postulated by the sequencing literature to avoid macroeconomic complications 
of heavy capital inflows, and how they used these external savings in light of the debt cycle 
theory. Finally, the paper draws five policy lessons for the next episode of heavy capital 
inflows: identify the origin of rising foreign exchange reserves; identify the limits of foreign 
debt; discourage above-limit, short-term inflows; observe the tradeoff between price stability 
and competitiveness; and design policies to target monetary aggregates and exchange rates, 
including fiscal policy, sterilized intervention, reserve requirements, and exchange rate 
management. 





The Nature of Capital Flows in the 1990s 


everal econometric studies (reviewed in IMF 1994) suggest that cycli- 

cal external factors account for some 30 to 50 percent of the variation 

in private capital flows to developing countries, playing a greater role 

in Latin America than in Asia. The implicit warning that these studies 

carry, namely that a rise in OECD-country interest rates would lead to a 

halt or even reversal of capital flows, was partly confirmed by the $40 billion 

reserve loss of Mexico and by net outflows from dedicated emerging market 
funds during 1994. 

The macroeconomic adjustment to a sudden reversal of foreign capital 

flows can be extremely painful. There are at least four major reasons why 
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governments and central banks should care about the sustainability of capi- 
tal flows which their economies can tap abroad: 


First, it is increasingly acknowledged that global capital markets suf- 
fer from three major distortions: the problem of asymmetric informa- 
tion causes herd behavior among investors and, in good times, conges- 
tion problems; the fact that some market participants are too big to fail 
causes excessive risk taking; and the global financial markets feature 
multiple equilibria, unrelated to “fundamentals”. It is questionable, 
therefore, whether the financial markets will discipline governments 
into better policies; even if they were to do so, the social and economic 
costs may be excessive. 

Second, any shortfall in capital inflows will require immediate cut- 
backs in domestic absorption to restore external balance. The savings- 
investment balance is more likely to be achieved through cuts in in- 
vestment than through higher savings in the short term, compromis- 
ing future output levels. Current output levels fall to the extent that 
rigidities prevent resource reallocation, so that contractionary disab- 
sorption effects outweigh expansionary substitution effects. 

Third, the expansion of domestic credit connected with unsterilized 
capital inflows may not be sound enough to stand the rise in domestic 
interest rates and the fall in domestic asset prices that go with a rever- 
sal of these inflows (Rojas-Suarez and Weisbrod 1994). The resulting 
breakdown of domestic financial institutions provides incentives for 
monetary expansion and fiscal deficits incurred by the public bail-out 
of ailing banks. 

Fourth, temporary capital flows may lead to an unsustainable appre- 
ciation in the real exchange rate. The appreciation is in conflict with 
development strategies based on the expansion of exports and efficient 
import substitution, which centrally relies on a reliable and competi- 
tive exchange rate. Overvalued exchange rates cause suboptimal in- 
vestments which are costly to reverse, undermine active trade promo- 
tion, export diversification and productivity growth, and breed capital 
flight (Fischer and Reisen 1993). Large swings in real exchange rates, 
often a result of temporary capital flows, have been found to signifi- 
cantly depress machinery and equipment investment and thus long- 
run growth performance (Agosin 1994). 


For industrialized countries, Turner (1991) recently examined the 


volatility of different capital-account items in order to arrive at a distinction 
between permanent versus temporary and autonomous versus accommo- 
. dating flows. For the period 1975-1989, the capital flows that were most 
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closely correlated with financing requirements were classified as the most 
accommodating, and the most accommodating types of capital flows closely 
corresponded to the most temporary flows, proxied by their standardized 
variability (coefficient of variation) over the period 1975-1988. Finally, 
Turner made a ranking of four capital-account items, ranging from the most 
autonomous and permanent to the.most accommodating and temporary (i.e., 
volatile) flows: 


(a) 
(b) 
(c) 
(d) 


long-term bank lending; 
foreign direct investment; 
portfolio investment; and 
short-term bank flows. 


A closer inspection of different capital-account items tends to confirm 


Turner’s results: 


Long-term bank lending includes essentially syndicated Euro-loans, 
amounting to more than $200 billion in 1994. The OECD (1995) reports 
the average maturity of the recorded euro-credits. A striking observa- 
tion is that the average maturity on these syndicated loans to borrow- 
ers from OECD countries is shorter than to borrowers from developing 
countries. During the 1990s, the average maturity for OECD borrow- 
ers has oscillated between 5 and 6 years, while borrowers from devel- 
oping countries enjoyed average maturities of between 6 and 9 years. 
The longer maturities for developing country borrowers are explained 
by the high proportion of long-term project loans in syndicated lending. 
Foreign direct investment is largely determined by noncyclical consid- 
erations. Being rather governed by long-term profitability expecta- 
tions, it is less subject to sudden shifts in investor sentiment. While on 
an annual basis, large fluctuations of foreign direct investment flows are 
regularly observed, foreign direct investment stocks are largely illiquid 
and irreversible. Foreign direct investment, which is little dependent 
on financial market sentiment, has bad-weather qualities. This obser- 
vation is reinforced by Mexico’s capital account in 1995, which showed 
only a slightly reduced net inflow of foreign direct investment. 

Portfolio. investment is a mixed bag with respect to its stability. In- 
vestment by pension funds and life insurance companies can be taken 
as long-term investment, since these funds follow a buy-and-hold 
strategy rather than a trading strategy in the emerging stock markets. 
Unlike banks and most other investors, pension funds and life insurers 
benefit from regular inflows of funds on a contractual basis and from 
long-term liabilities (with no premature withdrawal of funds), which 
together imply little liquidity risk (Davis 1995). As long as these funds 
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are underinvested in the emerging stock markets (as measured by 
their percentage share in world stock market capitalization) and as 
long as the emerging stock markets display a comparatively low return 
correlation vis-à-vis the OECD stock markets, developing countries can 
expect further equity-related capital flows from pension funds and life 
insurers (Reisen 1994a). In order to tap these flows, developing coun- 
tries must strive for investment grading by the major credit rating 
agencies. 

Equity-related investment by domestic residents with overseas hold- 
ings, by private foreign investors, and from managed funds (country 
funds and mutual funds) are largely governed by cyclical determinants 
and oriented at short-term returns. In the course of the early 1990s, 
the decline in returns on riskless assets in the US and other OECD 
countries has led, not to an acceptance of falling returns, but to a 
growing tolerance of risk. Mainly via mutual funds, this has brought 
much speculative money to the emerging stock markets. The mutual 
funds have to publish regular (by now, even daily) asset prices and can 
suffer large redemptions at any time when there is bad news. What is 
more, with the need to have sufficient cash to pay off clients redeeming 
their holdings, a widespread crisis such as what happened after the 
devaluation of the Mexican peso in late 1994 forces fund managers to 
sell in markets totally unrelated to the origin of the crisis. 

Any other portfolio investment, in particular bond-related, should be 
considered as volatile. Borrowing through corporate or government 
bonds, the most important component of Latin American capital in- 
flows in the 1990s (see below), is largely governed by interest rate dif- 
ferentials and thus akin to reversal. The average maturity of Latin 
American international bonds has fallen below 4 years during the 
1990s so that a high part of outstanding bonds can be fairly rapidly 
withdrawn; moreover, a concerted response to sustain external financ- 
ing is difficult to organize as claims are dispersed among numerous 
bond holders (Griffith-Jones 1994). 

Short-term bank lending and borrowing facilities (such as euro me- 
dium-term notes and euro-commercial paper) are particularly cyclical 
and volatile. Developing countries interested in sustained growth 
should be wary when firms and banks incur these borrowings. 


Using quarterly balance-of-payments flow data for changes in net claims 


of FDI, portfolio equity, “long-term” and “short-term” flows, Claessens et al. 
(1995) find that capital-account labels do not provide any information about 
eae the volatility of the flow. In particular, they argue that FDI and long-term 
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flows are not more persistent than others. However, the primary policy 
concern here is with reversals of foreign investment on a large magnitude, a 
concern not addressed by Claessens and coauthors who base their analysis 
on quarterly time-series properties of net, rather than gross, inflows. 


The 1990s Capital Flows: 
Asia and Latin America in Perspective 


Putting the 1990s surge of capital flows into a broad regional perspec- 
tive may be useful for two reasons: First, Asia and Latin America compete in 
international capital markets, and second, Asia may offer valuable policy 
lessons to Latin America and vice versa. However, country policies and ex- 
periences vary within the two regions, requiring to supplement the regional 
perspective with a more country-specific analysis. 

Many observers have been drawn to an overly optimistic interpretation 
on the capital flows of the early 1990s by some regularities between Asia and 
Latin America and by some differences to the flows that preceded the debt 
troubles of the 1980s. Unlike in the 1980s, capital flows were not pulled in by 
deficit-running government budgets and public enterprises, but essentially 
by private investors and private firms. Unlike in the 1980s, when bank 
lending prevailed in both regions, risk capital has been flowing to both 
regions as portfolio and direct investment. As a share of gross capital flows, 
FDI rose from 15 percent during 1978-1982 to 35 percent during 1990-1993 
in both regions (see Table 1). Another similarity between both regions is the 
size of net capital flows in terms of their gross domestic products and the 
high percentage share of these net flows that have gone into foreign 
exchange reserves. But beneath the surface, some important differences 
loom large for the composition and sources of capital flows: 

e First, although the share of FDI in gross capital inflow is only slightly 
higher in Asia than in Latin America, its nature differs between the 
two regions. In Latin America it has mainly taken the form of 
debt/equity swaps and privatization, which do not necessarily generate 
additional capital formation. In Asia, by contrast, foreign direct in- 
vestment has mostly been in the form of acquisitions or the setting up 
of new enterprises (BIS 1994). The different composition of FDI may 
determine its macroeconomic consequences: in Asia it is more likely to 
add to domestic investment and it is also more likely to be skewed to- 
ward export production (rather than construction of shopping malls, 
for example) than in Latin America. 


on 
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Table 1: Two Episodes of High Capital Flows, Asia and Latin America 


(annual averages) 


1979-1982 1990-1993 
Asia Latin America Asia Latin America 























Grass Capital Inflows, bn $ 

of which (percent) 19.3 36.5 74.7 36.7 
FDI 15.0 15.1 37.1 33.5 
Portfolio 3.6 4.9 14.2 68.1 
Other “long term” 53.9 63.6 21.7 -32.1 
Other “short term” 27.5 16.4 27.0 30.5 

Net Capital Inflows, bn $ 15.8 26.3 46.6 23.8 

Reserve Accumulation 6.9 0.6 31.0 18.0 

Source: 


IMF World Economic Outlook 1994; own calculations. 


Second, the share and the nature of portfolio flows differ markedly be- 
tween the Asian and Latin American capital accounts. In Asia, port- 
folio flows accounted for just 14.2 percent of gross capital inflows, 
compared with a corresponding percentage share of 68.1 percent in 
Latin America. Around three quarters of portfolio investment to Latin 


'- America were borrowings in international capital markets, while only 


a quarter cònsisted of equity-related flows (Group of Thirty 1994). Not 
only is the equity-related share of portfolio flows higher in Asia than in 


. Latin America, but it is also likely to come from more stable sources. 
„Pension funds and insurance companies often limit their investment 


toward those.countries which have been assigned investment-grade 
credit ratings by rating agencies such as Moody's and Standard & 
Poor's. Currently, only Chile and Colombia in Latin America carry the 


investment grade stipulated by the portfolio allocation guidelines of 


pension funds, while in Asia the grade is enjoyed by PRC; Indonesia; 
Korea; Malaysia; Taipei,China; and Thailand. This explains why UK 
pension funds (for which such a breakdown is available), had by 1993 


invested 4.6 percent of their assets in Asia, compared to only 


0.6 percent in Latin America. 

A third difference in the composition of capital flows is that lending 
classified as “long term" by the IMF constitutes a fifth of Asia’s gross 
inflows while it has been negative in Latin America, thanks to Brady- 
type debt reduction and limited new lending. On the other hand, Latin 


_ American firms and banks tapped short-term borrowing facilities 


slightly more than did borrowers from Asia. 
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The fact that it is difficult in practice to distinguish between permanent 
and temporary capital inflows confronts the policymaker in the recipient coun- 
try with a specific transfer problem. He has to make the basic decision whether 
to accept or resist the capital inflow. (Williamson 1994), or how much to ac- 
cept and how much to resist. (A third possibility is to induce a transfer as 
Mexico did in 1994 by offering dollar-linked short-term government paper 
and by selling foreign exchange reserves to defend the exchange rate as in- 
vestor confidence started to wane.) 

Table 2 shows that on average both regions accepted around half of the 
transfer accomplished by a current account deficit in the balance of payments, 
while the other half went into the build-up of foreign exchange reserves. But 
the regional averages hide important country differences. In Asia, Indonesia, 
Philippines, and Thailand accepted most of the inflows by running current 
account deficits; in Latin America, Mexico, Argentina and Peru belong to 
this group. By contrast, Malaysia and Chile have resisted most of the trans- 
fer by building up foreign exchange reserves (and sterilizing them). 


Table 2: External Financing of Major Capital Flow Recipients, 
average 1989-1994 


(percent of GDP) 
Current Direct 
account Reserve foreign Net other 
deficit accumulation investment financing 
(1) + (2) = (3) + (4) 
China, People’s Rep. of -0.5 0.8 2.6 -2.3 
India 1.5 0.8 0.2 2.1 
Indonesia 2.3 0.8 1.2 1.9 
Korea, Rép. of 0.0 0.4 0.3 0.1 
Malaysia 2.6 6.4 6.9 2.1 
Philippines 4.2 1.8 l1 -> 4.9 
Thailand 5.8 8.2 2.3 6.7 
: Average Asia 2.3 i 2.0 2.1 2.2 
Argentina 1.5 0.6 1.7 0.4 
Brazil -0.1 1.1 -0.3 0.7 
Chile 07 ^ 8&6 2.5 1.8 
Colombia 0.4 1.5 1.5 0.4 
Mexico 5.3 0.3 1.4 4.2 
Peru 3.3 > 2.4 0.3 5.4 
Average Latin America 1.4 1.5 1.3 1.6 





Sources: J.P. Morgan Emerging Markets Economic Outlook (December 16, 1994); World Bank World 
Debt Tables 1994; own calculations. 


te 
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Macroeconomic Prerequisites 
and the Use of Capital Flows 


The choice whether to accept or resist the transfer should not only be 
guided by the composition and volatility of capital flows, but can be based on 
two different economic theories. The first is the sequencing literature which 
recommends linking the acceptance of capital inflows to the progress in fiscal 
and monetary stabilization, domestic financial liberalization, prudential su- 
pervision, and trade liberalization (Edwards 1990, Fischer and Reisen 1993). 
Fiseal consolidation is a necessary prerequisite because it obviates the temp- 
tation to finance unsustainable budget deficits a bit longer thanks to inflows 
and because regular tax revenues obviate the need for governments to rely 
on the implicit taxation of domestic financial intermediation. Moreover, gov- 
ernment budgets need to allow for the contingency that subsequent capital 
out=lows will force up domestic interest rates that worsen the fiscal balance 
(Turner 1995). Low inflation and inflationary expectations prior to heavy 
capital inflows obviate the temptation to use the exchange rate regime (a 
nominal peg, an active crawl, or a pure float) to help speed up the disinfla- 
tiorary process with heavy capital inflows: the costs of misallocation in- 
volved by the inevitable real currency appreciation which is due to inertial 
inflation is largely documented (Fischer and Reisen 1993). The risk that 
capital flows are skewed toward nontradables is also increased by the extent 
of price distortions in the local economy; to avoid “immiserising” capital in- 
flows (Brecher and Diaz-Alejandro 1977), domestic financial liberalization, 
trade liberalization, and solid export diversification had better precede a pe- 
rioc of heavy capital inflows. Strict regulatory and supervisory policies are 
important for minimizing moral hazard (including corruption, fraud, and 
excessive risk taking) in the banking system and for ensuring the health and 
viability of domestic banks. We all know, however, that such prudential re- 
quirements are rarely fulfilled in the developing world. Turner (1995) argues 
rightly, therefore, that in the absence of strict supervision, developing coun- 
try banks may need to be better capitalized than they need be in the major 
OECD countries. Well-capitalized banks will be able to withstand the emer- 
genre of bad debts and sharp fluctuations in real interest rates, and the 
value of domestic assets held as capital. Over longer periods, the Feldstein- 
Horioka observation of a close match between national investment and sav- 
ing rates does also hold for the developing world. Notwithstanding the tre- 
mendous rise in international securities transactions and in global foreign 
exchange trading, the integration of asset markets for the broader categories 
of world saving and wealth remains limited (Reisen 1996). Therefore another 
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important prerequisite not emphasized enough in the sequencing debate is a 
high domestic savings ratio. 

Table 3 shows that Asia (in particular East Asia) and Latin America 
differed with respect to the macroeconomic prerequisites for capital inflows 
to raise efficiency and growth without compromising stability. First, with 
fragile public finances, Latin America has in the past relied much more than 
Asia did on inflationary finance, as witnessed by seigniorage as a percentage 
of GDP during the 1970s and 1980s. While most of the heavy capital 
importers had reduced their budget deficits by the early 1990s, at least India 
and Brazil did not yet fulfill the fiscal requirements for sustainable capital 
inflows for the size of their budget deficits, and the Philippines looked fragile 


Table 3: Prerequisites for the 1990s Episode, 








Asia and Latin America 
Ave. Black Gross 
Market Domestic 
Ave. Govt Public Premium Export Savings, 


Seigniorage Budget Debt (Posttrade Growth,. Ave. 
1970-88 1988-93 1994 Reform US$ 1989-91 


(96 of Gof (Gof upto (Ave.p.a, (% of 

GDP) GDP) GDP) 1992 1980-92) GDP) 
China, People’s Rep. of n.a. -2.6 n.a. 88.0 11.9 33 
India 1.5 -7.4 45 23.8 5,9 24 
Indonesia 1.4 -0.6 39 8.9 05.6. 37 
Korea, Rep. of 1.6 0.5 22 . 3.0 11.9. 36 
Malaysia 183. -3.7 58 00 118 33 
Philippines 1.0 -3.3 96 46. 8.7 20 
Thailand 1.0 3.3 16. ..12, 147 34 
Argentina | 423 59 29. 211 2.2 19 
Brazil  . . 28 -46.9 40 517  . 50 24 
Chile ae 87 2.0 | 18 16.1 5.5 28 
Colombia 21 -0.4 22 12.9 12.9 «24 
Mexico ^ 8i s -32 32 10.8. 1.6 20 
Peru o 3.6 . -4.0 42 11.5 25 17 


Sources: Seigniorage: Easterly and Schmidt-Hebbel (1994); Government data: J.P. Morgan Emerging 
. Markets Outlook (December 1994); Black Market Premium: Dean, Desai, and Riedel (1994); 
Exports: World Bank WDR 1994; Savings: World Bank World Debt Tables 1994. 
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for the relative size of her public debt. Second, again in striking contrast, the 
heavy capital flows of the 1990s have coincided with slightly higher inflation 
levels in Asia, while capital flows have gone along with falling inflation lev- 
els in Latin America, thanks to heavy real appreciation of currencies. Third, 
prior to the 1990 flows, black market premia in Latin America have largely 
exceeded those in Asia, indicating a higher anti-export bias and the risk of 
immiserising capital inflows in Latin America. Export promotion has been 
more deeply anchored in Asia than in Latin America, as witnessed by the 
much more dynamic export growth; again this may indicate that the damage 
done to the diversification and fostering of exportable production when 
volatile real exchange rates undermine the confidence in the government's 
commitment for active trade promotion is much greater in Latin America 
then in (East) Asia. A final striking difference is the level of gross domestic 
savings. In Asia, they are mostly solidly in the 30-plus range as a percentage 
of GDP, in Latin America they are far below. Note the important country 
outliers within the two regions, though (Chile, Philippines). 

The second body of theory on which to base the decision whether to re- 
sist or accept inflows is derived from the mechanics of the debt cycle. The 


‘mobilization of external savings has been the classic-role for capital flows to 


developing countries, where the relative capital shortage should offer higher 
returns than in the developed world. According to the debt cycle hypothesis, 
rarely validated empirically, external savings raise domestic investment and 
growth, which in turn stimulates savings which eventually contributes to 
the elimination of net foreign debt. Such virtuous circle hides five require- 
ments, again rarely complied with in practice (Devlin et al. 1994): 


. First, external capital flows should consistently augment investment, 
rather than being diverted to consumption. l 

° Second, the investment must be efficient. 

e Third, the country must invest in tradables (or trade-related infra- 


structure) in order to be able to create a trade surplus to accommodate 
the subsequent switch in transfers required to service the debt. 


° Fourth, an aggressive domestic savings effort is called for, with the 
marginal savings rate exceeding the country’s average savings rate. 
. Fifth, the virtuous circle requires capital exporters willing to' provide 


stable and predictable flows at terms in line with the recipient coun- 
try's factor productivity. 


Table 4 shows that generally the ingredients for the virtuous circle of 
capital flows are more likely to be found in Asia than in Latin America. 
Other than in the Philippines, the Asian capital importers did not divert ex- 
ternal savings into higher consumption (shares of GDP). In particular in 
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India, Indonesia, and Thailand, the private sector responded to inflows by 
augmenting investment (shares of GDP), and in Malaysia and again Thai- 
land, government consumption was considerably reduced in the wake of 
capital inflows. By contrast, the Latin American capital importers did divert 
the flows on aggregate into higher consumption shares, with the exception of 
Chile and Colombia. In Mexico and Peru, private consumption boomed, and 
in Argentina and Brazil government consumption was raised by more than 
four percentage points of GDP. These findings imply that Latin America, 
unlike Asia, did not raise the marginal savings rate above the average sav- 
ings rate when capital flows rolled in. 


Table 4: Macroeconomic Indicators, Asia and Latin America 


(% of GNP) 
Change in Change in 
private government Short- 

consumption, consumption, RealGDP term 

ave. 1989-93 ave. 1989-93 Equipment growth, external 
versus versus investment, % p.a. debt, 

ave. 1985-89 ave. 1985-89 ave. 1989-91 1994 end-1994 
China, People's Rep. of -1.5 0.1 n.a. 11.5 2.4 
India -4.2 -0.3 12.5 6.0 3.2 
Indonesia -4.3 -0.6 n.a. 7.0 13.2 
Korea, Rep. of -0.7 0.5 12.8 8.0 5.6 
Malaysia 2.0 -1.7 n.a. 8.6 8.6 
Philippines 1.8 1.4 10.6 4.7 12.1 
Thailand ; -3.7 -1.8 19.3 8.5 15.7 
Argentina -1.1 4.3 3.6 5.8 3.4 
Brazil ; -2.3 4.0 n.a. 4.3 6.4 
Chile 0.0 -1.7 8.6 6.3 6.7 
Colombia ` 0.3 05 8.2 4.8 5.2 
Mexico : 3.6 0.2 9.6 3.1 16.5 
Peru . 7.7 -1.7 9.7 12.7 15.0 


Sources: IMF International Financial Statistics, Emerging Markets Investor (March 1995); 
. J.P. Morgan Emerging Markets Outlook (December 1994); UN National Accounts. 


While since 1988 investment efficiency as measured by incremental 
capital output ratios is reported by the Group of Thirty (1994) as “quite com- 
parable” for the two regions, investment and growth rates have been consid- 
erably higher in Asia than in Latin America. Machinery and equipment 
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investment, rather than construction investment, has not only been shown 
to explain importantly long-run growth performance, i.e., growth rates 
(Delong and Summers 1991), but also more likely, investment in tradables 
necessary for later debt service. Table 4 displays a striking difference for the 
two regions. here, with equipment investment averaging 13.8 percent of GDP 
over 1989-1991 in Asia, compared to just 8.8 percent in Latin America. 

Table 5 points to a final striking regional difference in the use and ef- 
fects of capital inflows. In Asia, inflation levels generally increased (with the 
mild exception of Malaysia and the Philippines), reflecting the reluctance of 
pol:cymakers to accommodate capital inflows with an upward float of the 
exchange rate and the subsequent incapacity to fully control domestic mone- 
tary aggregates. In Latin America, Argentina, Mexico and Peru used ex- 
change rate policy and capital flows to rapidly lower inflation levels; 
Argentina and Mexico anchored the exchange rate and inflation expectations 
to the US dollar, while Peru followed the domestic monetarist approach with 
a full float (as did the Philippines). The real exchange rate, comparing the 
exchange rate adjusted rise in local consumer prices relative to the United 
States, appreciated almost 70 percent in Argentina and more than 20 percent 
in the Philippines, Brazil, Colombia, Mexico, and Peru over the 1990s. 

The real exchange rate is an important relative price for determining 
the relative consumption of and investment into tradables versus nontrad- 
ables. The real exchange rate thus helps predict future problems to generate 
a trade surplus but it does not, however, indicate changes in current exter- 
nal competitiveness which are better denoted by the real effective exchange 
rate. The latter indicator is an index of the country's trade-weighted average 
value against the currencies of its principal trading partners, adjusted for 
relative price changes based on indexes most closely measuring the prices of 
domestically produced finished manufactured goods. With exchange-rate 
based disinflation or a nominal appreciation of the exchange rate, producer 
prices generally fall more rapidly than do consumer prices which include 
nontradables not exposed to world market competition. Another reason is 
often the consolidation of government budgets implying withdrawal of vari- 
ous subsidies that enter the consumer price index but not the producer price 
index. Finally, any productivity surges will be reflected in falling producer 
prices, but not immediately in falling consumer prices. The real effective ex- 
change rate has nowhere appreciated more than 20 percent over the 1990s, 
quile in contrast to earlier experiences in the Southern Cone of Latin Amer- 
ica. Note, however, that the relative competitive position has deteriorated in 
Colombia, Chile, and Mexico and, thanks to discretionary devaluation, im- 
proved in People's Republic of China and India. i 
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Policy Lessons of the 1990s for the 
Next Episode of Heavy Inflows 


After a short episode of monetary tightening in the OECD area during 
the years 1994-1995, falling interest rates in OECD countries have not failed 
to push heavy flows of cyclical money into the emerging markets again. This 
section aims at drawing advice from recent experiences for finance 
ministries and central banks on how to proceed in dealing with the supply of 
temporary capital. 


Table 5: Exchange Rate Regimes and Real Exchange Rates, 1990s 





Real effective 
Real exchange 
Annual CPI Exchange rate, trade- 
FX Regime inflation Rate’ weighted 


Dec 92 - Dec 94 CPI/US-CPI WPI-based, 
1990=100 1990=100 
Sept94 . . Sept94 





China, People's Rep. of | Adjustable peg 8.8-27.0 75.9 © na 
India : Adjustable peg 8.0-9.4 75.7 78.7 
Indonesia . Passive crawling peg 5.0-10.0 105.3 97.0 
Korea, Rep. of Managed peg 4.5-6.3 101.6 82.0 
Malaysia Managed peg 4.9-4.2 108.9 106.2 
Philippines Managed floating 8.2-7.8 126.9 103.2 
Thailand .Managed peg 3.0-4.6 111.4 98.4 
Argentina Currency board 17.5-3.4 168.8 107.2 
Brazil l Passive crawling peg 1149-936 1305 105.4 - 
Chile Target zone 12.7-9.0 119.0 115.1 
Colombia Managed floating 25.1-22.0 133.9 119.5 
Mexico Active crawling peg 11.9.7.0 122.2 ` 111.6 
Peru , Floating 56.7-16.0 122.0 96.4 





Source: IMF International Financial Statistics, Emerging Markets Investor (November 1994). 


Identify the Nature of the Shocks 


Let us assume that the authorities first observe a rise in foreign ex- 
change reserves. Such rise must not necessarily be due to a flattening of the 
supply side curve of foreign capital. Frankel (1994) has recently analyzed 
three different sources of the disturbance, i.e., the rise in foreign exchange 


a-— 
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reserves within the traditional IS/LM framework. He distinguishes three 
Sources of rising foreign exchange reserves: 


a) Animprovement in the trade balance caused by prior devaluation, as in 
the Colombian case of the early 1990s and as now experienced in Mex- 
ico. Improving terms of trade or superior productivity growth may also 
cause reserve inflows through a trade balance surplus. 

b) Adomestic monetary disturbance, which can be either a contraction in 
domestic money supply or an increase in demand for money, which 
could be in response to a domestic exchange-rate-based stabilization 
program. 

c) Finally, as is the focus in this paper, a drop in external interest rates 
and asset returns, as happened in the OECD area at the start of the 
1990s. 


Frankel (1994) shows convincingly that an attempt to discern the na- 
ture of the disturbance is likely to be most useful in deciding the appropriate 
macroeconomic response. An improvement of the trade balance that tends to 
persist will result in appreciation of the real exchange rate, either through 
nominal appreciation of the currency or through monetary accommodation. 


» When the underlying cause of the trade imbalance is the excess of domestic 


spending over production, as in the United States, the trade balance can 
only be restored by adjusting private or public spending through changing 
savings, budget deficits or investment. 

When a rise in foreign exchange reserves results from an increase in 
demand for money, the optimal.response is monetary accommodation to that 
rise in demand. A sterilization attempt would entail needlessly high interest 
rates and a contraction of economic activity. When the shock originates in 
domestic monetary contraction, the optimal response is very much governed 
by the country's degree of financial openness. A completely open economy 
will only allow the option to let the currency. float upward if monetary con- 
traction is to be sustained. But restrictions on short-term inflows open the 
option to avoid nominal appreciation and to sterilize capital inflows in order 
to keep the money supply on target. 

The final case is an exogenous fall in world interest rates. The resulting 
capital inflows cause the domestic currency to appreciate in real terms, un- 
less there is sterilized intervention on the foreign exchange market. The 
nominal exchange rate appreciates when it is flexible as in Peru and the 
Philippines; the domestic price level rises when the nominal rate is pegged, 
as happened in Hong Kong over the early 1990s. With either fully floating or 
pegged exchange rates, the real exchange rate appreciation resides in the 
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failure of the monetary authorities to supply the mix of assets which foreign 
and domestic investors are now demanding. The authorities do nothing in 
the floating-rate case; they issue money in exchange for foreign assets in the 
pegged-rate case; they should issue bonds instead, by engaging in sterilized 
intervention (Kenen 1993). Sterilized intervention of the 1990s inflows has 
been practised most aggressively in Chile and Malaysia. 


Identify the Limits of Foreign Indebtedness 


Only very rough rules of thumb are available to set a prudent limit of 
the size of capital flows that can be accepted (Williamson 1994). While in 
1994 many observers started to realize that Mexico’s current account deficit 
was reaching a level that would be unsustainable (8 percent of GDP), there 
was no theory behind such observation. In practice, the intertemporal 
budget constraint does not help, because many poor countries have been al- 
lowed to run deficits for an almost unlimited time period. Some capital flows, 
such as foreign direct investment inflows, are less vulnerable to withdrawal 
and are not debt-creating; but they cannot be fully ignored either since they 
also generate a need for foreign exchange earnings to service remittances. 
Economists therefore, when asked to assess prudent limits for current ac- 
count deficits, tend to recur to a debt-dynamics equation: 


d,=d,, G*-n) +c, (1) 


where the debt/GDP ratio rises when the interest rate on existing debt, i*, 
exceeds GDP growth, n, or by the amount of the noninterest current account 
deficit as a fraction of GDP, c,. The relevant interest rate here is the effective 
rate, which is the weighted average across all kinds of debt, creditors, and 
currency denominations. Equity-related inflows can be incorporated in prin- 
ciple, by imputing the dividend yield rather than the effective interest rate. 
A prudent limit for current account deficits can be derived from here. It 
is obvious that the size of the sustainable deficit depends very much on the 
effective interest rate and on the country’s growth rate. With more conces- 
sional flows or equity-related inflows, a bigger deficit ratio can be sustained; 
the same holds for a high-growth country. An often-quoted rule of thumb 
(Williamson 1994) for the net debt/GDP ratio is that it should not exceed 
40 percent. Once the country has reached that level, the noninterest current 
account as a fraction of GDP should prudently not (at least for long) exceed 
the difference between its growth rate and the effective interest rate. Here 
we have a major difference between, say, Mexico and Thailand whose cur- 
rent account deficit also reached 8 percent of GDP in 1994. Table 6 gives a 
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stylized account of that difference, assuming a debt/GDP ratio of 40 percent 
(which in fact has been reached in both countries). 

Table 6 demonstrates that there is nothing automatically unsustainable 
about a country running a high current account deficit relative to GDP, as 
long as it is matched by a high growth rate. Inclusive of interest payments, 
Thailand can run a deficit on its current account in the order of 4.6 percent 
of GDP (adding 4) percent of interest payments to the noninterest deficit), 
while Mexico can only afford a current-account deficit of 3.0 percent of GDP 
to hold the debt/GDP ratio at a constant 40 percent. Likewise, a low-income 
country such as Pakistan can run a higher deficit on its current account 
then Mexico, even when its growth potential is similar, because its average 
interest cost will be around two percentage points lower due to a high share 
of concessional capital inflows. 


Table 6: The Sustainable Debt-Related Current Account Deficit 


and GDP Growth 
Sustainable 
Interest Real non-interest 
0.4 service, - - annual - current 
% of external Dollar GDP growth account 
debt inflation" potential" deficit" 
(1) (2) (3) (4) 


Mexico 6.7 3.0 4.5 0.32 
Thailand 6.9 3.0 8.5 1.84 


Source: World Bank World Debt Tables 1994, 1995; own calculations. 
* assumed. 
"on debt-creating flows, with no increase in the debt/GDP ratio. 


Discourage Above-limit Short-term Inflows 


Capital market failures can call for direct measures to discourage capi- 
tal inflows. In particular developing country borrowers are faced with a 
supply curve of foreign savings that is horizontal until a certain net debt po- 
sition (the level of which is unknown ex ante) but, at some point, turns 
steeply upward. As Chile experienced in the early 1980s and Mexico did 
now, private market participants do not internalize the social cost of their 
borrowings abroad (Harberger 1985), and that market failure, not unlike the 
congestion externality in road traffic, justifies capital controls on short-term 
inflows, such as a tax on short-term external credits. The underlying para- 
digm is that the monetary authorities (a) pursue longer-term objectives than 
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do private agents operating in financial markets, and (b) that they are better 
informed about future macroeconomic trends and their long-term effects on 
the economy (Zahler 1992). Before resorting to capital controls, however, the 
monetary authorities should eliminate any remaining subsidies to inward 
investment, such as free deposit insurance (Williamson 1994). 

One cannot be dogmatic on the benefits of completely unrestricted capi- 
tal flows; even the major market participants agree. J.P. Morgan (1995, 12) notes 
in its Emerging Markets Economic Outlook: “Most countries in Asia explicitly 
restrict short-term inflows and limit foreign borrowing by residents. The two 
most successful economies in Latin America—Chile and Colombia—do likewise”. 

Chile, after having phased out the subsidies provided to inward invest- 
ment by debt-equity swaps, imposed a 20 percent reserve requirement 
against foreign holdings of bank deposits which was raised to 30 percent in 
1992. Further, a tax of 1.2 percent was imposed on short-term external 
credits. Colombia imposed a 3 percent tax on transfers from abroad in 1991. 
Malaysia reimposed foreign exchange control measures in early 1994, limit- 
ing banks’ holdings of foreign funds that were not trade-related or intended 
for investment in plant, equipment, or inventory stocks. Thai mutual funds 
have been prohibited from purchasing non-Thai assets. Even Singapore 
prohibits short or long Singapore dollar positions unless the documentation 
can be produced for the underlying trade transaction, and portfolio controls 
still apply to Singaporean financial institutions. Korea and Taipei,China 
have never lifted certain foreign exchange controls, and Taipei,China placed 
a ceiling on foreign holdings of listed Taiwanese shares (Reisen and Yéches 
1993, Glick and Moreno 1994, Greenwood 1994). Asia also restricts equity 
inflows more than does Latin America, again with the exception of Chile. 
Table 7 confirms the restrictedness of Asian stock markets by comparing the 
regions’ global market weights (IFC global index) with those where foreign- 
ers are free to invest (IFC investable index). 


Table 7: Stock Market Investibility, 1993 
Stock Market Weights (%) within Emerging Markets 


; l Global .  Investable 
Asia | 63.7 | 425 
Latin America ' 31.1 48.8 
Chile ` 3.5 1.6 
Other Emerging 5.4 8.7 





Source: IFC Emerging Markets Factbook 1994. 
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Foreign exchange controls, however, have their well-publicized draw- 
bacxs. First, if they could be enforced effectively, they do so at the cost of 
interfering with the international integration of financial markets; such in- 
terference invites misallocation of resources because the country's residents 
face other prices and returns (generally, lower) for a given asset than do 
people elsewhere and because the controls may preclude the benefits 
(imaortant in poor countries) of consumption smoothing. Second, the effec- 
tiveness of capital controls tends to erode over time since people find ways to 
evade them which in turn risks to trigger an ever tighter net of capital con- 
trols imposed by the authorities. 


Observe the Tradeoff Between Price Stability and Competitiveness 


What should be done when stabilization of the domestic price level does 
not precede an open capital account? It is tempting for the monetary 
authority to either let the currency purely float in order to control monetary 
aggregates or to resort to exchange-rate based disinflation by means of an 
active crawl or by means of a currency-board arrangement. Although theo- 
retically elegant, such exchange-rate regimes carry considerable risks of 
generating an unsustainable overvaluation as a result of volatile capital 
flows (for an early warning on Mexico's overvaluation, see Reisen 1993a). 

The complication for exchange rate management arises because infla- 
tion tends to be built into expectations, via implicit (or even explicit) indexa- 
tion in goods and labor markets. This makes goods prices and labor costs 
Sticky, while financial markets tend to be forward-looking. This asymmetry 
between the labor market and financial markets raises stabilization costs by 
producing real exchange rate overshooting. If the government which wants 
to bring down inflation firmly believes in domestic monetarism, as it did in 
New Zealand from 1984 to 1988 and recently in Peru, it will dismantle con- 
trols and opt for a clean float. With a clean float of the exchange rate and no 
capital controls, the effectiveness of monetary policy is enhanced by both 
domestic demand (tight credit) and foreign demand (strong currency). How- 
ever, the effectiveness of monetary policy has an immediate and often persis- 
tent cost in terms of external competitiveness (Joumard and Reisen 1992). 

In developing countries exchange rate pegs translate easily into over- 
valued real exchange rates. Capital inflows tend to be powerless to arbitrage 
away large interest rate differentials vis-à-vis industrial countries. To be 
sure, interest rates embody country risks (higher than in OECD countries) 
and real overvaluation fuels the exchange risk premium. But there are insti- 
tutional factors, too, which explain the much-observed lack of interest rate 
convergence toward world levels (Fischer 1993). 
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With positive nominal interest rate differentials against the world fi- 
nancial markets (reflecting microeconomic causes or the ongoing stabiliza- 
tion effort), a credible peg can induce excessive portfolio inflows which easily 
exceed the sterilization capacity of the central bank. The resulting excess 
demand can, in principle, be eliminated by fiscal or income restraint. In 
many developing (and some industrial) countries, however, the opposite is 
likely to happen because excessive inflows tend to undermine support for 
restrictive policies. When exchange rate pegs help to bring down inflation, 
the disinflation performance is often unsustainable (Larrain and Reisen 
1994). Exchange rate-based disinflation starts to succeed only once the im- 
plied overvaluation dampens domestic wages and prices, helped by growing 
unemployment and appreciation. The subsequent correction of excess un- 
employment and overvaluation will inevitably imply a return to higher lev- 
els of inflation. 

The high degree of international capital market integration attained 
over the last 10 years often places governments in a situation where they 
pursue too many targets with too few policy instruments. While this di- 
lemma calls for setting clear priorities, it has to be realized that the policy 
tradeoffs involved are radically different from a situation with only limited 
capital mobility. That change has immediate implications for the choice of 
the appropriate exchange rate regime. In the 1980s still, the policy to anchor 
inflationary expectations on a stable currency (such as the US dollar) was 
largely guided by the desire to raise the credibility of the policymaker. The 
1990s have clearly shown, however, that pushing too hard (aiming to disin- 
flate too quickly) to establish the credibility of the policymaker may well de- 
stroy the credibility of the policy. It is thus wise not to be overambitious and 
singleminded with inflation targets in the low-level single-digit rate when 
capital flows in. The experiences in the early 1980s and 1990s in much of 
Latin America and Asia provide a case for targeting money and real ex- 
change rates simultaneously. 


Policies to Target Money and Exchange Rates 


In view of volatile capital flows, the authorities should (and many do) 
aim at restraining the inflationary and/or risky domestic credit expansion 
and the unsustainable real exchange rate appreciation associated with these 
flows. In other words, I assume that the authorities will not be prepared to 
accept either a pure float of their currency or an irrevocable currency 
union—the two extremes between which Obstfeld (1995) sees no comfortable 
middle ground any more with integrated capital markets. 
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Neither of these two extremes can appeal to emerging market. autho- 
rities. Given the thinness of their exchange and other financial markets, a 
pur2 float seems impracticable for most developing countries; domestic 
monetary aggregates constitute an unreliable anchor for countries under 
financial reform; and flexible exchange rates are likely to overshoot their 
long-run level with sticky prices. For a number of reasons supported by the 
criteria developed in the theory of optimum currency areas, (notably, the 
relatively small degree of regional trade integration) and by the Balassa- 
Samuelson theory on the productivity-related divergence of real exchange 
rate trends (Reisen and van Trotsenburg 1988), a currency union is not quite 
yet within sight anywhere in Asia or Latin America. Thus, we are bound to 
occupy the middle ground between these two extremes. What are the 
options? 

* Fiscal policy. With an open capital account, the traditional Mundell 
assignment has monetary policy acquire a comparative advantage in 
dealing with external balance, while fiscal policy serves to maintain 
internal balance. Fiscal demand management can rely on a macro effect 
and a composition effect (Corbo and Hernandez 1994). By tightening 
government consumption, the interest rate can be lowered and thus 
choke off some of the capital inflows attracted by positive interest dif- 
ferentials. The composition effect also helps to avoid an appreciation of 
the real exchange rate as most of the government consumption tends to 
be spent more on the nontradable sector, unlike private consumption. 
However, an activist fiscal policy requires sound government finances, 
and the government budget may be too inflexible to adjust to macro 
policy needs in time. 

e Sterilized intervention. When the rise of foreign exchange reserves is 
identified to criginate abroad, central banks are advised to absorb such 
rises (to resist nominal appreciation), while simultaneously reducing 
domestic credit in order to avoid an inflationary increase in the money 
supply (Frankel 1994, Reisen 1994b) As the Mexican authorities 
learned in 1994, sterilized intervention is an asymmetric policy which 
provides useful short-term relief in the case of excessive inflows, but is 
rapidly ineffective in the case of outflows when foreign exchange re- 
serves fall to zero. Many economists are dismissive of sterilized inter- 
vention, however. 


First, while there is agreement among economists that nonsterilized 
intervention Gust as any other monetary policy) can affect nominal exchange 
rates, the effectiveness of sterilized intervention is much more controversial. 
Changing the composition of central bank assets without changing their ag- 
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gregate size, it is often argued, cannot be an effective policy to influence the 
relative price between two monies. Such agnosticism ignores the portfolio- 
balance channel; in the case of capital inflows, the corresponding rise in the 
central bank’s net foreign assets will be sterilized by a rising supply of do- 
mestic currency bonds. If domestic and foreign bonds are imperfect substi- 
tutes (due to-currency or sovereign risk), investors will require a higher 
expected return on domestic bonds to hold their larger outstanding stock, 
and the currency will tend to depreciate. But to the extent that sterilization 
drives short-term interest rates higher, it may perpetuate excessive capital 
inflows and real appreciation for a while. 

A second objection to sterilized intervention, particularly raised in the 
Latin American context (Calvo, Leiderman, and Reinhart 1993), stems from 
the alleged fiscal costs. This objection is based on two arguments: (a) To 
dampen the appreciation, the central bank typically has to swap low-yield 
foreign exchange for high-yield domestic bonds; the accumulated interest 
differential can become an important fiscal (or quasi-fiscal) burden. 
(b) Sterilized intervention deprives the government of a reduction in its debt- 
service burden by preventing the decline in the domestic interest rate that 
normally accompanies a capital inflow. Both arguments are unlikely to hold 
in present value terms if the capital inflow and exchange rate appreciation 
are correctly assessed as temporary. With risk premiums in domestic inter- 
est rates sufficiently small, the short-term fiscal losses derived from swap- 
ping low-yield foreign exchange for high-yield domestic bonds should be 
partly offset by a subsequent capital gain derived from the appreciation of 
foreign exchange reserves. Governments might also want to follow a sugges- 
tion laid out by Dornbusch and Park (1995): create low-coupon, local- 
currency, long-term bonds exclusively for foreigners for sterilization pur- 
poses to discourage short-term inflows and to lower sterilization costs. Fi- 
nally, the authorities can swap government excess savings. (originating, say, 
in social security funds or public enterprises) held with banks into (and out 
of) government bonds (Reisen 1993b). This practice can be considered as a 
generalized form of sterilized intervention. 

° Reserve requirements. By imposing reserve requirements on bank de- 
posits, the Central Bank reduces domestic credit expansion following a 
capital inflow by directing banks to hold cash or deposits at the central 
bank. As the reserve requirements—provided they exceed the level of 
reserves voluntarily held by the banks—drive a wedge between lend- 
ing rates (which rise) and savings returns (which drop), they constrain 
additional inflows of foreign capital as well as the quantity of deposits 
and of loans. Rojas-Suarez and Weisbrod (1994) show that the decision 
whether to sterilize inflows (in the sense described above) or to raise 
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reserve requirements should be linked to the strength of the central 
bank relative to that of the commercial banks as the decision implies a 
choice on where to concentrate resources. They conclude that, with a 
weak banking system, the central bank should opt to sterilize by issu- 
ing liabilities directly to the public rather than imposing reserve re- 
quirements; the latter weaken the banks as borrowers are diverted to 
lenders who may escape such reserve requirements. 

. Some exchange rate flexibility. Except when extremely open and when 
fighting hyperinflation, countries are advised to cope with volatile 
capital flows through some exchange rate flexibility. First, flexible ex- 
change rates will allow to accommodate with nominal appreciation 
rather than with higher inflation the trend appreciation of the real 
equilibrium exchange rate which reflects superior productivity growth 
and the corresponding rise in relative prices for nontradables (the 
Balassa-Samuelson effect) Second, widening the band of permissible 
exchange rate fluctuations can reinforce the perception of foreign in- 
vestors and domestic exporters that the inflow-related appreciation is 
temporary. Such perception will dampen short-term inflows by raising 
the currency risk premium in local interest rates while avoiding dis- 
couragement of investment in the tradable sector. The flexible crawl- 
ing peg complemented by a wide band has been successfully managed 
in Chile and Israel (Helpman, Leiderman, and Bufman 1994). By con- 
trast, fixed exchange rates (including currency board systems) and ac- 
tive crawling pegs are an invitation to speculative, self-fulfilling attacks 
even with restrictive fiscal and monetary policies (Obstfeld 1995). 


In the foreseeable future, the middle ground between a pure float and 
moaetary surrender will well be more comfortable for Asia's and Latin 
America's economies than for the members of the European Monetary 
System; as long as capital accounts are not fully open, as there is a general 
lack of access to foreign funds and as governments retain influence on their 
domestic financial institutions. But with heavy capital flows, no single policy 
wil. do to simultaneously target money and exchange rates and to aim for 
external as well as internal balance. 
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Grameen Bank: Impact, Costs, 


and Program Sustainability 
Shahidur R. Khandker 





Abstract: Grameen Bank of Bangladesh is known worldwide for its innovative credit 
deli»ery to the rural poor. By incorporating group-based lending, mandatory savings and 
insurance, repayment rescheduling in case of disasters, and similar other schemes, it has 
beer. able to minimize both behavioral and material risks of lending. By 1994, Grameen's 
coverage had increased to include 50 percent of villages of Bangladesh with more than 2 
million members (94 percent of whom are women), with a loan recovery rate steadily above 
90 rercent. It also has noticeable positive impacts on participants’ economic and social well- 
being, and on the overall income growth and poverty reduction in the village level. To 
beccme cost-effective, Grameen Bank should not only expand its outreach, but also diversify 
its loan portfolio with more growth-oriented activities. This also requires sound 
macroeconomic policies from the government. Replication of Grameen’s financial model is 
possible with necessary modifications as long as it is social-conscience-driven and its 
operations are transparent. 





he Grameen Bank of Bangladesh is well-known for its innovative 

banking for the rural poor, who are otherwise excluded from formal 

banking because they lack physical collateral such as land or other 
immovable property. Grameen Bank practices physical collateral-free lend- 
ing, relying instead on peer monitoring and peer pressure to enforce loan 
contracts. It also provides members social development inputs (e.g., con- 
sciousness raising, health and nutrition training) to make the poor both in- 
dividually and socially accountable for their actions which include those 
toward loan repayment and other financial transactions and children’s wel- 
far2. Providing access to financial services to the poor, as Grameen Bank 
believes, would help the poor to be self-employed and would generate in- 
come, thus freeing themselves from poverty. Further, providing social in- 
termediation inputs would help them to be financially and socially 
disziplined. 
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Grameen Bank was established in 1983 as a specialized bank. By 1994 it 
had mobilized more than 2 million members, disbursed more than US$1 bil- 
lion, and mobilized US$306 million from the poor. About 94 percent of 
Grameen Bank’s members are women. Its loan recovery rate has been con- 
sistently above 90 percent, an outstanding success for a rural-based financial 
institution compared with the dismal recovery rate of 25 percent or so for the 
country’s commercial and agricultural development banks. Its success has 
attracted worldwide attention and the Grameen model has been replicated 
both inside and outside Bangladesh. Because of Grameen’s innovative pro- 
gram design, outreach to women, and poverty reduction potential, develop- 
ment practitioners are increasingly interested in learning more about its 
potential, constraints, and replicability. 

Grameen :Bank has been well-studied in terms of its program design 
and sources of its success as a rural financial intermediary (Fuglesang and 
Chandler 1988, Hossain 1988, Jain 1996, Stiglitz 1990, Varian 1990, Wahid 
1993); its subsidy dependency (Yaron 1992); its replicability outside Bangla- 
desh (Hume 1990); and its impact on the poor and women (Goetz and Gupta 
1996, Hossain 1988, Schuler and Hashemi 1994). Yet, to date no study has 
been comprehensive enough to examine the benefits and costs of this pro- 
gram, nor been able to identify the causal impacts of Grameen Bank to de- 
termine whether the program is generating desirable impacts and if so, at 
what cost. Analysis shows that Grameen Bank is heavily subsidized by 
donors and the government, thus, with its performance conditional upon 
grants and subsidized funds, Grameen Bank possibly cannot survive without 
subsidy (Bouman and Hospes 1994)." The question immediately arises 
whether a subsidy-free operation of Grameen Bank is at all possible and if 
not, whether the subsidized operation of Grameen Bank is worth supporting. 
Assessing whether a subsidy-free Grameen Bank is possible requires an 
analysis of Grameen Bank’s cost effectiveness in delivering financial services 
over time. However, no study so far has looked at these dynamic issues of 
self-sustainability. On the other hand, assessing whether a subsidized 
operation of Grameen Bank is worth supporting requires analysis of its cost 
effectiveness in generating benefits accrued to the poor and society. But the 
impact studies have not looked at these issues at all. Moreover, although 
program impact studies show that the program generates a number of bene- 
fits such as income, employment, and other socioeconomic outcomes such as 
lower fertility and higher contraceptive use, the findings are not conclusive 


. 1 Grameen Bank, “an almost lone jewel in a series of mostly dismal failures, is, after two dec- 
ades of experimenting, stil dependent on outside funds to survive" (Bouman and Hospes 
1994, 13). 
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as they suffer from estimation bias, and it is not clear whether program im- 
pacts are causal. 

In fact, without such a study, the long-run effectiveness of a Grameen 
Bank-type operation which finances microenterprises can always be ques- 
tioned (see, for example, Adams and Von Pischke 1992). That means, if the 
program benefits are not quantified and substantiated, it may be difficult to 
justify the subsidy that is involved in the operation of Grameen Bank. Simi- 
larly, some studies argue that although women are the major participants of 
Grameen Bank, they may not be the principal beneficiaries, as majority of 
them have no control over the loan (Goetz and Gupta 1996, Rahman 1986). 
Altnough it may be difficult to assess objectively who controls what in the 
household, one can objectively assess the resource allocation between men 
anc women within a household in both production and consumption and the 
program's impact on women’s welfare. 

A common problem of the impact analysis is the sample selection bias. 
Because program participation is self-selective, program impact studies suf- 
fer from such bias and hence, have failed to establish the causal effect of 
program participation on a participant’s own and household welfare. Simi- 
larly, the exercise that shows Grameen Bank’s subsidy dependence does not 
go on to show whether a subsidy-free Grameen Bank is at all possible and, if 
so, how. If subsidy is inevitable, then the most relevant question is whether 
the program is cost-effective both in delivering financial services to the poor 
and generating benefits accrued to the poor. 

The paper’s objective is threefold. The first objective is ‘to assess pro- 
gram effects on household outcomes (such as consumption, asset accumula- 
tion, and poverty reduction) and individual outcomes (such as employment 
and education). Identifying these causal effects would help understand 
whether a credit program such as Grameen Bank produces desirable impacts 
at the household level that help reduce poverty and increase the human 
capital of the poor, including women. 

The second objective is to identify whether a credit program designed 
for women raises the welfare of a woman and her family and; if so, how. In 
other words, the objective is whether the identified household or intra- 
household effects vary by the gender of the program participant. The third 
objective is to estimate the cost structures of Grameen Bank and examine 
whether it is self-sustainable. Overall, the objective is to find out whether 
the benefits accrued to program participants justify the economic subsidy 
enjoyed by Grameen Bank and whether the subsidy can be eliminated and, if 
so, how. 

The program sustainability analysis is based on Grameen Bank data, 
collected from its aggregate-level records and from a selected sample of 
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branches. The aggregate program-level data spans the 1985-1994 period, 
while the branch-level data were collected from 118 randomly drawn 
branches for 1985-1991 (for details, see Khandker, Khalily, and Khan 1995). 
Household and intrahousehold impacts of Grameen Bank and two other pro- 
grams were carried out based on household survey data of 1,798 households 
randomly drawn from 87 villages of Bangladesh. The survey was carried out 
in 1991/1992. A quasi-experimental survey design was used to determine 
both the independent effect of program participation by gender on a number 
of household and individual outcomes (for details, see Pitt and Khandker 
1996). A comparison of household-level and individual-level outcomes be- 
tween program and nonprogram villages was carried out for a number of 
outcomes to see if Grameen Bank has been able to benefit beyond the pro- 
gram participating households. 

The paper is structured as follows. The second section presents a de- 
scription of the Grameen Bank, its program design and targeting, and how it 
addresses the moral hazard problem of lending in a rural setting. The third 
section discusses the financial and institutional development of Grameen 
Bank to see if it is financially viable. This section also examines the nature 
and extent of subsidy required to support Grameen Bank operations. The 
fourth section estimates whether and how program participants benefit from 
program participation and also, if there is a spillover effect on the village 
economy. The fifth section describes the constraints of Grameen Bank for its 
expansion in Bangladesh. The sixth section discusses the lessons learned for 
replication outside Bangladesh. The final section concludes the paper. 


What is Grameen Bank? 
Grameen Concept of Banking 


Grameen Bank provides credit to the rural poor, particularly to women, 
who own less than half an acre of land’ or whose assets do not exceed the 
value of an acre of land. Unlike traditional bank loans, Grameen Bank loans 
are not secured by physical collateral such as land or other immovable prop- 
erty. Rather, they are secured by group collateral. Grameen Bank believes 
that the rural poor, owning too little land to support themselves as farmers, 
can nevertheless make productive use of small loans, borrowed without col- 
lateral, and that they will repay these loans on time. In Grameen's view lack 
of access to credit is the biggest constraint of the rural poor. But with proper 





2. These people are considered functionally landless in Bangladesh. 


Le 
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training and support they can be productively employed in income- 
generating activities, including processing and manufacturing, transporta- 
tion, storing and marketing agricultural produce, and raising livestock. Fur- 
ther, Grameen Bank maintains that if the poor are provided credit on 
reasonable terms, they can judge for themselves how best to increase their 
incomes and need only the inputs that they can afford to purchase. Based on 
these notions, Grameen Bank creates the social and financial conditions that 
enable poor men and women to receive credit from Grameen Bank. 


Grameen’s Credit Delivery Model 


Groups of five, with separate groups for men and women, form the 
banking units of Grameen Bank. Individuals receive loans, but the entire 
group is liable for repayment: if one member defaults, no group member can 
receive additional credit. Group pressure ensures social and financial disci- 
pline among Grameen Bank members. However, in order to mitigate the en- 
trenchment of vested interests and constellations of power, and to prevent 
individuals from taking antigroup actions, six to eight groups are organized 
into a community called the “center”. All transactions are openly carried out 
at the center meetings. Such two-tier peer monitoring and transparency in 
transactions eliminate possible problems of group collusion among self- 
selected groups. 

Grameen Bank usually lends small amounts (less than $100) to an in- 
dividual member for a year. The loan is repayable in 50 equal weekly in- 
stallments which the poor find easy to meet. The loans are provided for 
activities identified and selected by each member of the five-member group, 
and members help each other in selecting the activity.’ Both selection activi- 
ties and amounts of loans are discussed in group and center meetings. Each 
center is assisted by a Grameen Bank worker, who visits several centers on a 
weekly basis. Groups elect a chairperson to conduct center activities, while 
each group elects a chairperson to conduct the group's activities. Each mem- 
ber has a chance to be a chairperson in a group or a center. Chairpersons of 


38. Grameen Bank's borrowers are landless and hence, they borrow for rural nonfarm activities. 
In its early years of operation, therefore, agriculture loans were not a major category of its loan portfo- 
lio. However, in 1991 due to pressure from the borrowers as well as concern for reducing its own cost of 
operetion in the wake of rising wages of its staff, Grameen Bank started financing agricultural activi- 
ties such as crop production. It introduced seasonal and family loans which help landless families have 
access to land on a rental basis for crop cultivation. In extremely flood-prone areas in Rangpur in the 
northwestern part of Bangladesh, Grameen Bank introduced goat loans instead of cash loans to help 
the poor generate income for the family. 
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both groups and centers hold office for a year. These positions are purely on 
a voluntary basis.* 


Savings Mobilization as an Integral Part of Lending 


Grameen Bank considers savings mobilization to be an integral part of 
lending. Each member is required to deposit 1 taka (Tk) each week at the 
weekly group meeting. Members must also contribute 5 percent of their 
principal to a “group fund” and 5 taka for each 1,000 taka loan (above an 
initial 1,000 taka loan) to an “emergency fund”. The group fund is self- 
managed and can be used for mutually agreed upon purposes. Grameen 
Bank manages the emergency fund for use as insurance against potential 
default because of death, disability, or other misfortunes. This fund is also 
used to provide life accident insurance to all group members, repay bad 
debts, and undertake activities that improve the health, skills, education, 
and investment opportunities of group members. On top of mandatory sav- 
ings, each member is required to purchase a Grameen Bank equity share 
worth Tk 100. 


Addressing Production and Lending Risks 


Grameen Bank’s credit delivery and savings mobilization model is de- 
signed to tackle both behavioral and material risks of lending. Behavioral 
risk results from asymmetric information and imperfect enforcement of loan 
contracts, which characterize rural credit markets. In contrast, material risk 
of lending is caused by agroclimate and production risk that characterizes 
production relations in rural areas. Both types of risks are sources of poverty 
and failure of rural financial institutions. Behavioral risk of lending emerges 
when lenders do not have information about the intent of borrowers on loan 
repayment. In a world of incomplete information, it is costly to collect such 
information about borrowers. Lack of access to such information makes 
lending extremely hazardous. Lenders consider borrowers in such an envi- 
ronment riskier and are reluctant to lend. But lack of access to credit means 
potential borrowers become credit-constrained which seriously affects their 
production and consumption. 

Like behavioral risk, material risk can also create and perpetuate pov- 
erty because it involves crop failure, and consequently, income and con- 





4. For details on Grameen Bank methods, see Fuglesang and Chandler (1988) and Hossain 
(1988). ; : 
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sumption shortages. As material risk of production causes income uncer- 
tainty, it creates uncertainty in loan repayment and discourages 
finzncial institutions to lend. For borrowers, lack of access to credit due to 
material risk of production means no scope for reduction of income risk 
through investment and consumption smoothing. For lenders, behavioral 
and material risks mean high loan transaction and default costs, making 
lending unprofitable. 

It is costly to determine the risk of loan default for each borrower 
(screening problem), to ensure that borrowers take actions that facilitate re- 
payment (incentive problem), and to enforce contracts (enforcement problem) 
(Hoff and Stiglitz 1991). The success of a lending institution, therefore, 
depends on how effectively it manages the behavioral risk of lending. The 
success of a borrower in securing credit from a bank depends on how effec- 
tively he or she can reduce informational costs of lenders by providing in- 
formation about his or her project. Efficient lending requires minimizing 
loan transaction costs for borrowers and lenders. 

Efficient lending, however, depends on how effectively agroclimatic and 
environmental risks that threaten the profitability of both borrowers and 
lenders are reduced. The probability of loan default is high in risky agro- 
climatic and underdeveloped regions. Infrastructural investments can re- 
duce such agroclimate costs of lending. Without such investments, financial 
institutions find it difficult to create a viable system in an area that is flood- 
prone, has pronounced seasonality, and poorly developed infrastructure that 
cannot minimize production risks and transport costs (Binswanger and 
Rosenzweig 1986). 

In order to reduce transaction and loan default costs, commercial and 
traditional development banks introduced collateral requirements and guar- 
antor arrangements for screening borrowers. Traditional banks select bor- 
rowers on the basis of physical collateral (often worth two to three times that 
of the loan) assuming that credit risk and transaction costs relative to trans- 
action size are inversely related to asset ownership. They also limit their op- 
eration in areas endowed with risky agroclimates and poor infrastructure, 
avo:d lending for seasonally pronounced agriculture, and exclude the 
assetless poor, who are considered to be high-risk. 

Grameen Bank does not pursue such orthodox banking policies. Rather, 
it has carved out a market niche by lending to the poor who live in rural and 
risky areas and also by lending to support seasonally pronounced agriculture 
production. But Grameen Bank introduced innovative methods to minimize 
both behavioral and material risks of lending. Its group-based lending, i.e., 
tying credit provision to group, not individual, repayment behavior; manda- 
tory savings that improve the financial strength of borrowers; mandatory 
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insurance scheme that protects loans against material production risks; 
provision of loan rescheduling in cases of natural disaster; and introduction 
of seasonal loans combined with nonfarm loans or goat loans, are all geared 
to minimize risks of lending for both lender and borrower. 


Introducing Social Development in a Banking Design 


Grameen Bank introduces social intermediation as an integral part of 
financial intermediation to improve both social and financial discipline 
among the poor. Grameen Bank realizes that besides income and production 
risk, lack of financial and social discipline is an important source of poverty. 
Savings is one means of promoting social and financial discipline among the 
poor. In addition, Grameen Bank has developed a comprehensive social de- 
velopment program, outlined by its “sixteen decisions". These decisions are 
behavioral guidelines that members are expected to follow. For example, 
they are encouraged to plant trees, grow kitchen gardens, raise small fami- 
lies, and build houses and sanitary latrines. It mobilizes the poor into groups 
for training and disseminating information about contraceptives, children's 
education, health and nutrition, and other socioeconomic indicators of devel- 
opment. For skill development, it introduced different training activities 
according to the needs of members and borrowers. 

As part of its design for social and economic PEE ER Grameen 
Bank actively promotes female membership in a society where women are 
virtually excluded from productive employment because of social restrictions. 
Its objective has become to empower women by enabling them to undertake 
independent income-earning activities. Grameen Bank introduced a housing 
loan which is specifically designed to empower women in household decision- 
making by securing the land titlement of the homestead in their name." 





5. Grameen’s group-based credit delivery scheme has been criticized for the following reasons. 
First, group pressure presses only for repayment and hence, is not supportive when production fails. 
Second, Grameen Bank has failed to attract the very poor, who are basically assetless and do not have 
the ability to assume risk of loan default due to production failure. Third, mandatory savings discour- 
age voluntary savings, while credit is mainly for production, and, hence, does not recognize the need 
for consumption loans. More importantly, skills development is a neglected aspect of the Grameen 
Bank model. 

6. A recent study challenges the notion of women as principal beneficiaries of Grameen Bank 
(Goetz and Gupta 1996). It finds that only about 60 percent of women borrowers in Grameen Bank 
have full control over the loans. Of course, this does not follow that women’s food and other entitle- 
ments have not increased due to borrowing from Grameen Bank. Although it may be difficult to objec- 
tively assess who controls what in a family, the more objective way to assess whether women are the 
principal beneficiaries of Grameen Bank is to see whether female borrowing increases women’s own 
consumption, assets ownership, and human capital. 
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Financial Sustainability 
Concept of Financial Sustainability 


Financial sustainability encompasses the ability of a program to sustain 
its »peration on the basis of financial viability. Grameen Bank is financially 
viable if it can at least equalize the cost per taka lent with the price (i.e., the 
interest rate) it charges to borrowers. The cost of operation includes 
administrative cost, loan default cost, and the cost of raising resources.’ It 
follows, therefore, that given the interest rate of lending, lower costs of loan 
default, administration, and resource mobilization for on-lending would en- 
hance a program’s financial viability. A program is profitable if lending rate 
exceeds the cost of operation per unit of principal; it loses and is subject to 
financial subsidy if interest rate falls short of operational cost; and it breaks 
even if interest rate equals the cost of operation. . 

Loan disbursement and recovery are critical elements for financial 
viability. While loan size determines the extent of cost savings per unit of 
principal lent because of economies of scale, administrative cost and loan 
recovery rate determine the loan default cost. But the distribution of loans 
by region and activity influences its loan recovery rate, while the lender’s 
tecanique used for loan recovery can determine loan administrative costs. 
Grameen’s extensive group-based banking is a high-cost activity. Although it 
helps reduce loan default cost by increasing loan repayment rates among 
borrowers through peer pressure, it increases both supervision and admini- 
stration costs of lending. In order to reduce costs of operation, Grameen 
Bank relies heavily on subsidized resources (such as grants and concession- 
ary funds) for on-lending and institutional development. Reliance on sub- 
sidized resources cannot be a permanent feature of a financially viable insti- 
tution. External resource dependence brings in external influence. In order 
to reduce external dependence, a program should not become a conduit for 
credit delivery. It must resort to internal resource mobilization from local 
markets. In general, savings mobilization is an indicator of a program’s 
capacity for self-finance and hence, independence. 





7. More formally, financial viability is attained if a program charges an interest rate which 

equals or exceeds the cost per unit of principal lent, expressed as: 

r2(i+a+p)/(1-p) 

where 

r is the interest rate charged per unit of principal, 

i is the cost of borrowing per unit of principal, 

a is the expected cost of administering and supervising a loan per unit of principal, and 

p is the expected default cost per unit of principal. 

This relationship measures the operational efficiency of a financial institution. 
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Financial viability is often misleading for a program such as Grameen 
Bank. Grameen Bank draws a large portion of its resources from grants and 
concessionary funds and thus, its cost of raising resources for on-lending and 
institutional development is underestimated as it does not reflect the true 
cost of its resources. Hence, financial viability or operational efficiency so 
measured does not reflect the true subsidy dependence of Grameen Bank. 
What is required then is to estimate the cost of grants and concessionary re- 
sources in terms of their opportunity costs (Yaron 1992). In other words, it is 
not enough for a program to be financially viable, it also needs to be eco- 
nomically viable if it is to be financially self-sustainable. A program is eco- 
nomically viable if it can meet the economic cost of funds (the opportunity 
cost) used for credit and other operations with the income it generates from 
lending. This means the program must be financially viable at the market 
resources level. This is what the economic efficiency of a program such as 
Grameen Bank entails. 


Loan Portfolio and Its Growth 


In 1994 Grameen Bank's loan outstanding was Tk 11,226.3 million 
(US$280 million), about seven times higher than the amount in 1989 
(Table 1). Among the four major types of loans, the general loan (used for 
income-earning activities) dominated lending, followed by housing loans, 
technology loans, and collective loans. The sectoral share of general loans in 
1994 was 35 percent for agriculture, 16 percent for processing and manufac- 
turing, 26 percent for livestock and fisheries, and 23 percent for other ac- 
tivities (including trade, commerce, and peddling). The corresponding 
sectoral distribution in 1989 was 29 percent for processing and manufactur- 
ing, only 4 percent for agriculture, 42 percent for livestock and fisheries, and 
25.percent for other activities. 

Agricultural lending, therefore, increased dramatically while processing 
and manufacturing loans decreased proportionally since 1991, when 





8. More formally, if t represents income per unit of loan portfolio of Grameen Bank, it is eco- 
nomically viable (even if it receives subsidized resources for on-lending and institutional development) 
if t exceeds the net subsidy (n) per unit of loan portfolio where 7 is defined as the total subsidy (T) per 
unit of portfolio net of profit (x) per unit of portfolio which is expressed as: 

1znz(T-m) 

where total subsidy per unit of portfolio is expressed as T = (1I/LP)Y(m-ci)Ai. Here, 
LP is the total outstanding of loans, 

m is the common opportunity cost of all type of subsidized resources, 

ci is the borrowing cost per unit of ith type concessionary or subsidized resource, and 
Ai is the ith type of subsidized resources. 


--— 
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Grameen Bank introduced the seasonal loan to support seasonal farming 
activities. Despite Grameen’s increased lending to agriculture, its loan re- 
covery rate has not been affected. The recovery rate has been consistently 
abcve 90 percent throughout 1989-1994, a remarkable success compared 
with other banks in Bangladesh. 

As savings mobilization is an integral part of Grameen Bank's lending, 
its mandatory savings mobilization schemes helped to increase cumulative 
savings (including voluntary deposits) from Tk 1,585 million (US$40 million) 
in 1989 to Tk 8,728 million (US$218 million) in 1993 and to Tk 12,232 mil- 
lion (US$4306 million) in 1994 (Table 1). Because Grameen Bank's financial 
intermediation is very much limited to the poor, the amount of involuntary 
savings has been small (about 30 percent). 


Institutional and Membership Growth 


Grameen Bank's achievements are also measured in terms of its devel- 
opment as an institution and outreach. By 1994 (after more than ten years of 
operation) Grameen Bank covered almost half of Bangladesh with 1,045 
brenches and 10,861 employees (Table 2). About 85 percent of the employees 
work in branch offices. Staff productivity has steadily increased over time. A 
branch staff that served 83 members in 1990 was able to serve 172 members 
by 1993 and 186 members in 1994, without a corresponding reduction in loan 
recovery rates. In 1994 an average branch with nine staff served about 1,928 
members, with Tk 10.7 million in loans outstanding, and Tk 11.7 million 
mcbilized as cumulative savings. The corresponding figures for 1989 were 
1,C383 members, Tk 2.4 million loans outstanding, and Tk 2.5 million as sav- 
ings. These statistics clearly show tremendous achievements of Grameen 
Bank as an institution over the years. 

The backbone of this success is staff productivity. Grameen Bank fol- 
lows the same incentive structures as commercial banks in Bangladesh, but 
its staff selection, training, recruitment, and placement processes are highly 
self-selective because of the commitment and nature of the work required in 
Grameen-type banking. High staff morale is required to bank with and for 
the poor. After intensive training, about 30 percent of the officers and 
20 percent of the bank workers drop out rather than accept placement in a 
remote village. The dropout rate is higher for women than for men 
(Khandker, Khalily, and Khan 1995). However, the dropout rate among 
Grameen Bank staff is quite low, and has declined in recent years. In 1989 
the dropout rate was 9 percent compared with only 2 percent in 1994 
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(Table 2). This shows that staff must have had both incentives as well as job 
satisfaction, otherwise, the staff dropout rate would have been high. 

The phenomenal expansion of Grameen Bank during the last decade 
was partly due to the able leadership of its founder, Dr. Muhammad Yunus, 
and partly to its decentralized management structure that professionalizes 
the management. Over the years, Grameen Bank has effectively institu- 
tionalized procedures for ensuring administration and management succes- 
sion so that the system no longer depends on the leadership of Dr. Yunus. 
With the expansion of branch, area, and zonal offices, the leadership 
gradually delegated decisionmaking authority to intermediate administra- 
tive units. Unlike other hierarchical bureaucracies, Grameen Bank evolved 
naturally into a decentralized organization as it grew. 

Grameen Bank’s success rests on its outreach to the poor, especially 
women. By 1994 Grameen Bank had mobilized 2 million poor households, of 
which 92 percent were borrowers (Table 3). Ninety-four percent of both 
members and borrowers were women in 1994. Almost all Grameen Bank 
members become borrowers after two to three weeks of training on Grameen 
Bank procedures. In 1994 women received 93 percent of total loans dis- 
bursed and contributed 76 percent of total savings. In the same year an av- 
erage male members cumulative savings stood at Tk 17.5 thousand 
compared with only Tk 3.6 thousand for female members.’ The average loans 
outstanding was Tk 6.9 thousand for men and Tk 6.0 thousand for women. 


Financial Growth 


As noted earlier, financial strength is measured by profitability and 
subsidy dependence. Given the cost of funds (most of which were foreign 
grants prior to 1993, when Grameen Bank borrowed a large portion of its 
funds from Bangladesh Bank), Grameen Bank made profits in every year 
except 1992 (Table 4). Its financial margin (about 9 percent of its assets), 
unlike other commercial banks (3 to 4 percent), is high.” However, compared 
with the 25 to 30 percent of total costs that commercial banks must spend for 
administration, the administrative cost of Grameen Bank is about 50 percent 
of its total costs. The interest rate required to break even, given its cost of 
funds, has always been higher than its average on-lending rate, except in 





9. This is mainly because of high positive growth in female membership and negative growth in 
male membership. As a result, male members’ mandatory savings (5 percent of the loan amount) is 
higher than the female members’. Also, on average, men borrow more than women. 

10. Financial margin is defined as the interest revenue plus grants minus interest expenses as 
percentage of average assets. 
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1693 and 1994. In other words, before 1993, Grameen's interest income did 
nct meet its cost of lending. Since 1993, Grameen Bank has been opera- 
tionally efficient. 

Despite operational inefficiency before 1993, Grameen Bank never- 
theless recorded profits, largely because of income from sources other than 
lending. Because the funds for on-lending and institutional development 
were either subsidized loans or grants, they have an opportunity cost. When 
these funds are priced according to the government rate for fixed-term 
securities of 36 months, Grameen Bank was found to enjoy an economic 
subsidy of 4 to 22 percent per unit of loan outstanding during 1989-1993. 
Interestingly, the subsidy per taka loan outstanding has declined consis- 
tently: it dropped from 21 percent in 1989 to 4 percent in 1994. This drop 
was largely attributable to increased lending and membership as well as to 
an increase in on-lending interest rate (from 16 percent to 20 percent) in 
1991. The 4 percent drop in subsidy dependence was also due to Grameen’s 
increasing reliance on market resources in 1994 when it borrowed US$150 
million from commercial banks at the market rate by issuing bonds, of 
course with government guarantee. 

Is a.subsidy-free Grameen Bank possible? Branch-level cost function 
estimates suggest that economies of scale exist in the operation of Grameen 
Bank branches (Khandker, Khalily, and Khan 1995). That is, Grameen 
Bank can increase lending, membership, and savings mobilization without a 
proportionate increase in cost. Grameen Bank's increased loan volume in 
1993 over 1992 (more than 70 percent) shows that Grameen Bank is exploit- 
ing these economies of scale. Similarly, Grameen Bank managed to reduce 
its dependence on foreign funds from 99.9 percent in 1992 to 58 percent in 
1993 and 4 percent in 1994 by relying more on market and domestic re- 
sources. Grameen Bank's savings and deposits mobilization from its mem- 
bers has helped reduce its dependence on external funds for on-lending. Its 
incremental savings financed more than 42 percent of its outstanding loans 
in 1993 and 26 percent in 1994. 

Nevertheless, such increases in resources mobilized from both internal 
and external market sources were not adequate enough for the Grameen 
Bank to be subsidy-free by 1994. During the 1989-1994 period, the average 
growth of outstanding loans was about 40 percent. If it can sustain such a 
high growth rate of lending, the projection is that Grameen Bank would be 
subsidy-free by 1998, provided that additional lending comes from market 
sources at market interest rates. Moreover, additional lending primarily is 
geared toward the existing membership as additional membership would 
cost more than additional lending. The pertinent questions are whether 
there exist demand constraints on lending, given local production conditions, 
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and whether there are further economies of scale in the expansion of branch- 
level operations. 


Grameen Bank’s Socioeconomic Impacts 
Impact on Participants: Methodological Issues 


Grameen Bank’s ultimate achievements must be measured by the na- 
ture and extent of the benefits that its members enjoy. After all, Grameen 
Bank targets the poor with an explicit objective of poverty alleviation (Yunus 
1983). Thus, Grameen Bank’s achievement as a bank for the poor lies in its 
success in combating poverty and improving the poor’s human resources. 
Household survey data taken from 24 villages that had a Grameen Bank 
branch was compared with data from 15 villages that had no branch or 
similar credit program. The comparison revealed that Grameen Bank placed 
its programs in poorer areas. The percentage of target households (that is, 
those owning less than 50 decimals of land) in Grameen Bank villages was 
66 percent compared with 52 percent in nonprogram villages. But not all 
eligible households participate in Grameen Bank even if they have access to 
bank services. Again household survey data from 24 villages show that only 
about 45 percent of target households participate in villages where Grameen 
Bank operates. This figure is, however, the gross participation rate because 
not all participants stay with Grameen Bank. The data indicates cumulative 
dropout rate of about 8 percent (i.e., about 8 percent of the members that 
joined the program at some point dropped out),'" making the net program 
participation rate (the gross participation rate adjusted by the dropout rate) 
about 40 percent. 

What do these members gain from program participation? Does the 
gender of participation matter? Simple comparisons of outcomes between 
those who participate and those who do not from the same village where 
Grameen works are not methodologically correct. This is due to two potential 
problems—sample selection bias and program placement bias. As noted ear- 
lier, Grameen Bank has placed its program in villages where the extent of 
landlessness is higher. As poverty in rural Bangladesh is very much depend- 
ent on land ownership (Hossain and Sen 1992), the program placement of 
Grameen Bank becomes endogenous to the village and area characteristics. 





11, The highest dropout rate takes place during the first year of membership. The household 
survey data show that the members’ dropout rate is 30 percent during the first year of membership 
compared to 4 percent after three years of membership. With an average of 3.5 years of program par- 
ticipation, the annual dropout rate is about 2-3 percent. 
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On the other hand, not all eligible households participate, a decision contin- 
gent upon a host of factors including alternative opportunities available to a 
household for not joining Grameen Bank. The proper way of evaluating 
program impact, therefore, involves both sample selection correction and 
correction for program placement endogeneity.” 

Traditional means of identifying program impact is through the identifi- 
cation of instruments that only affect program participation but not house- 
hold outcomes such as income and consumption. It is difficult to find such 
instruments in practice, however. An approach motivated by demand theory 
is to use the price of credit as an instrument which is the rate of interest 
charged by Grameen Bank to its borrowers. This is not a valid instrument as 
Grameen Bank dces not charge different interest rates to different borrowers 
and hence, rate of interest does not vary across the sample households. 
Similarly, to control for village-level endogeneity of program placement or 
household-level endogeneity of program participation, instruments are re- 
quired to identify program impacts. Both village-level fixed-effects and 
hoasehold-level fixed-effects are ways of controlling for both sources of bias. 
This requires panel data (before and after program intervention and partici- 
pazion) to resolve the endogeneity issues. 

Lack of availability of panel data forces researchers to resort to identifi- 
cation methods such as the assumption of normal distribution of error terms 
and the parametric identification procedure (for details, see Pitt and Khand- 
ker 1996). Both these methods are, of course, econometric restrictions 
imposed for identification and are not behavioral restrictions based on theory 
of -onsumer behavior. When the impact of program participation by gender 


12. To show the problem of estimating causal program effect, consider the following. Assume 
that household behavioral outcomes such as income, employment, and consumption (represented as Y) 
is a function of a set of household characteristics (X), a set of village characteristics (V), the amount of 
borrowing (C) from Grameen Bank, and an error term (E): 


Y-XpB-Vy4-Co«6 (1) 


where £ contains both household unobserved characteristics, village unobserved characteristics, and a 
random error. 

Now, borrowing (C) is not exogeneously given but depends on a set of household characteris- 
tics (X) which also affects Y, the set of village characteristics (V) which partially attract a program to 
operate in a particular village, and an error term € containing both household and village unobserved 
characteristics and random errors: 


C - X5 4 VA«Q (2) 


Because the error terms contain both household and village unobservable characteristics, 
both borrowing and household outcomes are jointly determined. Even if the error terms are random 
and do not make (1) and (2) jointly determined, still the problem remains: there is no way of identifying 
the independent and separate impact of borrowing (C) on household outcomes (Y) as there is no single 
variable in (2) that can create an impact of C on Y in (1). 
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is desirable to estimate, it involves more complications in identification for 
estimation. ` 

The participant-level impact analysis presented in this paper is based 
on econometric analysis that assesses Grameen’s impact, using the 
parametric identification method, ón à set of household outcomes (Pitt and 
Khandker 1996). The method essentially is based on both village and sample 
exclusion restrictions. Even if villages are not randomly placed with pro- 
grams, households are excluded based on landholding. That means, not all 
households are eligible-to participate in Grameen Bank. Similarly, even if a 
village has a program, it does not necessarily follow that both men and 
women can participate. In fact, in the random drawing of 24 villages with 
Grameen Bank, only 11 villages have the program available to both men and 
women. These exclusion restrictions (one based on landholding and the other 
. based on gender) are elements imposed exogenously by Grameen Bank and 
are the basis for identifying program effects econometrically. 


Participant-level Program Impacts 


As Table 5 shows, the econometric estimates of program effects suggest 
that program credit has a significant effect on the well-being of poor house- 
holds. These results are impacts of Grameen Bank borrowing on behavioral 
outcomes, controlling for sample selection bias due to endogeneity of pro- 
gram participation and program placement. Interestingly, program impacts 
are identifiable by the gender of program participants. It is statistically sig- 
nificant that women and men have different preferences and that women 
could use their own preferences, revealed through participation in Grameen 
Bank, to influence household behavioral outcomes. More interestingly, the 
credit effect is greater when women are the program participants. For ex- 
ample, when women are program participants, the credit impact is about 
2.5 percent higher in increasing per capita expenditure compared with male 
borrowing from Grameen Bank. Similarly, the impact of borrowing on girl’s 
schooling is higher for female than for male borrowing. Also a woman’s bor- 
rowing from Grameen Bank has helped increase her labor supply to cash 
income earning activities by 10 percent and nonland asset holding by 20 per- 
cent. The results clearly suggest that credit provided by Grameen Bank is 
not perfectly fungible within the household. 

Grameen Bank also has important socioeconomic impacts. Again, 
household data analysis shows that male borrowing from Grameen Bank has 
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reduced fertility by 4 percent by increasing contraception use by about 
37 percent (Table 5). 


Table 5: Gender Differential Effects of Grameen Bank Borrowing 

















(percentage) 
Changes in Indicator Male Borrowing Female Borrowing 
Per capita expenditure 1.8 4.3 
Boys’ schooling 28.4 24,2 
Girls’ schooling 0 18.6 
Recent fertility 3.9 0 
Women’s labor supply 0 10.4 
Women’s nonland assetholding 0 19.9 


Source: Pitt and Khandker (1996). 


Because of its antipoverty role, Grameen Bank lending has helped 
reduce poverty among its participants. Moderate poverty is 10 percent and 
extreme poverty is 7 percent lower among program participants than among 
nonparticipants in Grameen villages (Khandker and Chowdhury 1996). 
Similarly, although indebtedness is higher among program participants, 
their household net worth is 46 percent higher than that of nonparticipants. 
The data analysis suggests that it takes 9-10 years for an average Grameen 
Bank household to free itself from poverty by borrowing from and being a 
member of Grameen Bank." 


Aggregate Program Impacts 


Other than the direct beneficiaries, there are households in the village 
thet might indirectly benefit from program placement. It is also possible that 





13. This is, however, not the case with female borrowing. The finding clearly indicates that fam- 
ily planning programs which are usually targeted to women are misplaced if they are not targeted 
toward the male population as well. 

14. Per capita consumption effects of credit show that the marginal return to weekly consump- 
tion per capita due to female borrowing from Grameen Bank is about 19 percent. The question is, How 
long would it take for a household to get rid of poverty? The per capita expenditure of Grameen Bank 
borrowers with an average 3.7 years of program exposure was Tk 4,000. At the required expenditure of 
Tk 5,270 for being above the poverty line, it is estimated that an average Grameen Bank borrower 
household would take an additional 5 years to get out of poverty. Hence, the total years of membership 
for female borrowers required to rise above the moderate poverty line is about 9 years. 
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some households might lose as a result of program placement.” It is, there- 
fore, important to calculate the net village-level impact of Grameen Bank 
program placement. The program placement impact is measured by estimat- 
ing reduced-form regression measuring outcomes against independent 
variables, one of which is the presence of Grameen Bank in a village 
(Table 6).^ The results show that Grameen Bank has helped to increase 
household income by 29 percent, total value of production (both farm and 
nonfarm) by 56 percent, labor force participation and monthly hours worked 
by 7 percent, and rural wage by 5 percent.” Also in Grameen Bank villages 
the level of moderate poverty is 20 percent lower and absolute poverty is 
75 percent lower than villages without a Grameen Bank program. 


Table 6: Grameen Bank’s Village-level Impact 





(percentage) 
Increase in total income per household 29.4 
Increase in total production per household 55.9 
Increase in labor force participation rate per household 10.1 
Increase in monthly hours worked per household 6.8 
Increase in rural wage 13.5 
Reduction of moderate level poverty" 19.8 
Reduction of absolute level poverty" 75.0 





“Moderate level poverty is defined as the proportion of households having income below Tk 5,270 per person. 
P Absolute level poverty is defined as the proportion of households having income below Tk 3,330 per person. 





15. It is possible that a Grameen Bank-type operation may only help redistribute rather than 
add to the village income. If this happens, the program is not contributing to improving the total wel- 
fare of the village. 

16. The ideal way to identify the village-level impact is to compare outcomes before and after 
program placement. This takes away the problem of program placement endogeneity (Pitt and Khand- 
ker 1996). Due to lack of data, such a method could not be used. However, our estimation controls for 
other village-level observable attributes that may influence Grameen Bank's program placement in a 
village. One of the potential identifiers used here is the extent of landlessness in a village. 

17. Note that until recently, Grameen's loans are for supporting primarily rural nonfarm activi- 
ties. So, it is not surprising to see the big impact on nonfarm production. The increase in farm produc- 
tion is not as direct as in the case of nonfarm production. Increases in nonfarm production create an 
increase in the demand for farm produce, thereby increasing farm production in the process. Increased 
contraceptive use is a similar result for the spillover impact of Grameen Bank placement. 


w 


am 


Grameen Bank: Impact, Costs, and Program Sustainability 119 


Cost Effectiveness of Grameen Bank 


How much does it cost to set up a program such as Grameen Bank? The 
economic cost of the program which Grameen Bank is not yet able to cover 
from interest and investment income is the cost of program placement. Esti- 
mates show that it costs only US$10 to mobilize and lend to a new 
member. Ignoring (for the moment) the socioeconomic benefits that Grameen 
Bank generates for its members, the program’s cost effectiveness, in terms of 
savings it generates from the poor, can be evaluated. If we consider the 
subsidy that Grameen Bank receives (in the form of grants and low-interest 
loans) to be a net transfer to the poor, we find that a transfer of 1 taka 
generates 3.6 taka in savings (Khandker, Khalily, and Khan 1995). As 
members are able to survive by saving at this rate (otherwise the annual 
dropout rate would have been much higher than 3 to 5 percent), the social 
and private benefits must be large enough to support such program inter- 
vention. The Grameen Bank’s cost effectiveness can also be measured by its 
poverty alleviation impact. Since it takes about ten years for an average 
borrower to free his/her family from poverty, and since the economic cost of 
mobilizing and lending to a member is $10 per year, the cost of poverty 
alleviation is only $100. This is a very small price for poverty reduction. 

A Grameen Bank-type program is not, however, ideal for all the poor, as 
making money through self-employment is a difficult job, which calls for en- 
trepreneurship. And not everyone has this ability. For this reason, only 
about 40 percent of the eligible households participate. This is why other 
targeted measures such as income transfer, food-for-work, food price sub- 
sidy, employment guarantee scheme, broad-based economic growth, and 
improved access to health, nutrition, and education are required. The impor- 
tance of an effective role by government in designing and implementing such 
nontargeted credit measures is thus hardly overemphasized. But Grameen 
Bark is highly effective in reaching this 40 percent because of the self- 
selection rule imposed through its program design: only those who are will- 
ing to exert the needed effort to initiate an income-producing activity and 
are willing to abide by Grameen Bank's rules will participate. At the same 
time, this self-selection rule reduces the cost of financial and social inter- 
mediation. As membership cost is the largest component of total cost 
(Khandker, Khalily, and Khan 1995), Grameen Bank would not survive with 
a high membership dropout rate, which is currently only 3-5 percent 
per year. 
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Grameen Bank’s Constraints for Expansion 


Grameen Bank must expand its activities (membership, lending, and 
savings mobilization) over time to become more cost-effective, especially 
since it will have to depend more on the market, rather than on donors and 
the government, to finance its lending. But the returns to the activities it 
finances are likely to decrease, given demand constraints, as more people 
join and undertake similar productive activities. As such, including more 
growth-oriented activities in its loan portfolio and achieving cost efficiency 
will be of major importance as Grameen Bank expands. 

A program-level data analysis shows that Grameen Bank could make 
profits if it disbursed more money for technology loans rather than general 
and collective loans. Similarly, branches that serve both men and women 
earn higher profits than branches that serve only women. As the average 
principal for a technology loan is relatively larger than that for a general 
loan (Khandker, Khalily, and Khan 1995) and as men borrow more money 
than women on average (Table 3), increasing the loan amount per borrower 
is one possible way of attaining both cost efficiency and profitability.” 

Grameen Bank’s success must be measured by whether its borrowers 
“graduate”, or at least cease to remain economically dependent on Grameen 
Bank credit. That is, if they are free from poverty, they must have the ability 
to earn higher incomes, and require larger loans to support a higher level of 
economic activity.” The ability to borrow more depends on the borrowers’ 
entrepreneurial skills and the market opportunities that they face. Borrow- 
ers’ ability to borrow more also can only be realized if Grameen Bank is 
willing and able to meet the increased demand for credit. Given that 
Grameen Bank is currently offering its services to about half of the villages 
in Bangladesh and that 60 percent of rural households are eligible to join 
Grameen Bank, its current membership (about 25 percent of the eligible 
households) seems suboptimal.” Whether this low participation rate reflects 
constraints on the supply or on the demand side is unclear. 





18. Increasing loan amount per borrower is, however, risky by its own sake as it encourages bor- 
rowers to assume riskier activities, hence affecting profitability. 

19. To Grameen Bank, “graduation” does not mean dropout. As Grameen Bank members hold 
shares in Grameen Bank's equity, the program dropout only occurs when a member is pushed out due 
to antigroup activity or loan default, or voluntary exit when he or she finds a better alternative. 
Household survey data indicates that among those who dropped out from Grameen Bank, none said 
that he or she had a better alternative for leaving Grameen Bank. Fifty-six percent of 22 individuals 
who dropped out said that they did not like the program, followed by 32 percent who said they tried 
but failed to make any progress. 

20. The household survey data shows that the participation rate is about 40 percent. That means 
Grameen Bank’s operation in its command area is not as intensive as it is in the study villages. 
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Supply Constraints 


Given the branches’ staffing patterns (on average each branch has nine 
employees) and the size of centers, Grameen Bank may face supply con- 
straints. In order to attain production efficiency as well as cost efficiency, 
Grameen Bank should increase the staff strength of each branch as well as 
the size of centers. It could increase group size from five to eight or 10, and 
the center size from 12 to 15 (groups) in older branches without jeopardizing 
the virtue of group-based lending. 

Grameen Bank should also consider increasing the landholding re- 
quirement from less than half an acre to one acre. Increasing the target base 
will enable more people to join Grameen Bank and, in the process, reduce its 
overhead cost. At the same time, introducing differential rates for different 
members based on their economic graduation would also widen the target 
base. Those who graduated in terms of increased income level and economic 
activity may be given much larger loans at a reduced rate so that graduation 
would continue.” This would reduce Grameen’s subsidy dependence while 
promoting borrowers’ income and viability. 

Grameen Bank could introduce individual rather than group liability 
loans for long-time Grameen Bank members who have excellent repayment 
records. These loans could also be repaid on a monthly rather than on a 
weekly basis. These together would reduce the transaction costs of borrow- 
ing and the administrative costs of lending. However, as long as social in- 
termediation and services are critical inputs of financial transaction for new 
groups, group-based lending may remain the only option. 


Demand Constraints 


Grameen Bank may accelerate the poor's credit demand by product and 
technology promotion. The economic growth of the economy ultimately 
shapes the nature and extent of borrowers' credit demand. The program 
mzinly supports rural nonfarm and agriculture-based enterprises, and the 
demand for the products and services of these enterprises in the country is 
largely determined by agricultural growth. Although Bangladesh has 
become self-sufficient in foodgrains, it needs to diversify its agricultural pro- 
duztion and consolidate its growth in foodgrain production to maintain 





21. Grameen should charge less, not more, to economically successful entrepreneurs because of 
its .ower transaction costs for large loans. The objective is to move closer to the commercial lending 
rate (14.5 percent) as economic graduation takes place (in terms of large size of loans). 
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higher agriculture growth. Grameen Bank may help this process along by 
diversifying its portfolio and raising the incomes of the poor. The 1993-1994 
data show that Grameen Bank is increasingly supporting agriculture and 
related activities by making seasonal and food storage loans, which further 
agricultural growth. About 35 percent of total loans were made for 
agriculture, with a proportionate reduction in growth in lending to process- 
ing and manufacturing. Whether this portfolio change (in favor of agricul- 
ture and away from rural industries) reflects the constraints on further 
growth in rural nonfarm activities because of technological and marketing 
constraints merits further analysis.” 

However, relying primarily on the credit demand of poorly educated : en- 
trepreneurs may be too costly for Grameen Bank. It may also be too costly 
for the borrowers, who may find it difficult to switch to more growth-oriented 
activities. Unless technology is updated and the portfolio shifts into more 
growth-oriented activities, both the Grameen Bank and its borrowers .will 
have difficulty surviving in the long run. In fact, as the economy grows, 
commercial banks and other development finance institutions could finance 
projects that produce similar nonfarm goods on a larger and more profitable 
scale. The low-cost production of large-scale enterprises may drive down the 
profit margins of small-scale projects financed by Grameen Bank, eventually 
forcing them out of this sector; evidence suggests that Grameen Bank 
branches earn less profit in areas where the density of commercial and agri- 
cultural development banks is higher. Therefore, Grameen Bank borrowers 
must be efficient and capable of diversifying into new enterprises. as the 
economy expands. But this is unlikely to occur unless Grameen Bank pro- 
motes borrowers’ entrepreneurial development with skills training and tech- 
nology and market promotion. Grameen Bank may also need to promote 
marketing by exploring and tapping into potential local and export markets. 
Grameen Bank's borrowers may be tied into its independent but commercial- 
ized sectoral interventions, such as Grameen Uddogue (working primarily 
with the handloom sector), Grameen Fisheries Foundation, and Grameen 
Krishi (agricultural) Foundation, which can help promote profitability of . 
their investment. 





22. This decline in loan disbursement to rural processing and manufacturing is perhaps also due 
to the fact that Grameen’s loans to handloom are part of the Grameen Uddogue, a separate organiza- 
tion promoting handloom production in rural Bangladesh. Handloom, of course, does not explain the 
decline entirely because of its small share in the loan portfolio. That means there is a real decline of 
lending in this subsector. 


a] m, 


— 


Grameen Bank: Impact, Costs, and Program Sustainability 123 


Is Grameen Bank Replicable? 


Grameen Bank’s replicability depends on the flexibility of its program 
design and on the importance of personality such as Dr. Yunus in its devel- 
opment. If its success has come mainly as a result of Dr. Yunus, or if its de- 
sign is unique and context-specific, it may not be replicable. The Grameen 
Bank model is well replicated within Bangladesh. There are several hundred 
small and localized NGOs which have copied Grameen’s group-based model 
whose loan recovery rate are as good as those of Grameen Bank. There is 
also a second model being practiced in Bangladesh by programs such as 
Bangladesh Rural Advancement Committee (BRAC) which offer more than 
credit. In fact, they provide much more social development inputs including 
skills training to members. In BRAC, members could not receive loans until 
after completing six months’ rigorous training. In this sense, Grameen’s 
mcdel represents the minimalist approach, while BRAC’s model represents 
the maximalist approach. Despite this, BRAC, although having experi- 
mented: with different credit delivery models in the past, is now practicing 
the small group-based lending model in its credit programs called the Rural 
Credit Program (RCP). BRAC’s experience shows that small group size 
mékes it easier for programs to monitor the group's performance through 
screening of their own activities (Khandker and Khalily 1996). The govern- 
ment of Bangladesh also introduced the group-based lending method in its 
two-tier cooperative framework for the Bangladesh Rural Development 
Board (BRDB) designed exclusively for landless men and women in 139 vil- 
lages in Bangladesh. Even working within the government bureaucratic 
Structure, analysis shows that this program has managed to keep high loan 
recovery rates (more than 90 percent) (Khandker, Khan, and Khalily 1995). 
Grameen Bank's group-based peer monitoring is now a well-accepted model 
for credit delivery by both NGOs and government programs in Bangladesh 
(World Bank 1996). As this model is replicable within different management 
structures, one can conclude that the presence of a charismatic leadership 
such as that of Dr. Yunus is not a necessary condition for Grameen Bank's 
replication in Bangladesh. 

This may not be the case in other countries where leadership may 
appear to be a binding constraint for replication. Moreover, the model which 
is relevant for Bangladesh may not be applicable in another setting. Yet, 
similar group-based lending programs have already developed in more than 
45 countries around the world. In order to address the question of replica- 
tion, it is important to analyze the development and sustainability of these 
programs. 
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The Project Ikhtiar in Malaysia is a successful replication. This program 
was developed with the support of the Malaysian government and its record 
of loan recovery has been as high as that of Grameen Bank (Gibbons and 
Kasim 1990). Many other programs have only recently been implemented 
therefore it is premature to evaluate their performance. However, a number 
of studies have shown that Grameen Bank model is replicable but the con- 
cept of “breed your own institution from good foreign stock" (Hume 1990, 
Thomas 1988) has to be a basis. 

An important question is whether group-based lending is replicable. 
This requirement may be relaxed in an environment where social interme- 
diation is not a constraint for successful financial intermediation. This im- 
plies that the target group should be educated and socially and individually 
accountable, and that.community organizations enable contracts to be en- 
forced. The Badan Kredit Kecamatan (BKK) in Indonesia is an example of a 
successful program that is based on individual lending (Gonzales-Vega and 
Chaves 1996). 

In an environment where social intermediation is not required for 
lending to the poor, group lending is still more effective if imperfect infor- 
mation and imperfect enforcement make credit transactions risky and diffi- 
cult to enforce contracts. Group-based lending is also desirable for the poor 
where the persistence of poverty is rooted in sociopolitical inequities. In such 
societies individual-based lending can “perpetuate and reinforce the existing 
socioeconomic inequities and access to scarce financial resources” (Yaron 
1992).” 

Potential replication depends on a combination of these factors, which 
establish a framework for the program design, given certain basic require- 
ments for efficient operation and long-term success. An important precondi- 
tion is intensive training and incentives for a well-motivated staff that is 
willing to try innovative methods in response to borrower demand. In turn, 
this requires an organizational structure that allows for administrative 
flexibility and decentralized decisionmaking. 

However, the crucial component for successful replication is the avail- 
ability of funds for on-lending. The availability of funds, whether subsidized 
or borrowed at market rates, and member savings will determine the costs of 
lending and program profitability. The program has to ensure that, given its 
various expenditure requirements, it can break even at the earliest stage of 
its operation. 


23. Of course, this does not mean that group-based schemes cannot be used as a tool for exploita- 
tion of the poor. It depends on how the groups are formed with whom and by whom. 
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The key factors to be identified before the program can be replicated 
are (a) why such a banking system is needed; (b) what is the credit need of 
the poor and what should determine their participation; (c) whether the. so- 
cial mechanism serves as a vehicle for credit delivery to the target group; 
(d) whether people are socially and individually accountable; (e) whether 
group-based or individual-based lending is feasible and cost-effective; 
(f) whether the cost of administration can be recovered with the interest rate 
charged; and (g) whether the poor can bear the full cost of financial and so- 
cial (if necessary) intermediation. Once replicated, the program’s success de- 
pends almost entirely on the creativity and commitment of the leadership 
and its ability to carve out market niches. 

The replication of a Grameen Bank-type operation by commercial banks 
may minimize the social cost of banking for the poor and save the trouble of 
establishing a new, specialized bank for the poor. Commercial banks’ basic 
incentive is profit maximization rather than social development. They aim to 
promote growth and financial development through larger loans and other 
financial instruments, which are tied to tangible collateral. Since the poor do 
not have collateral, a separate lending window which does not involve mate- 
rial collateral may be a possible addition for commercial banks. The supply of 
such banking facilities may change the relative shares of credit instruments 
in taeir loan portfolio. But the effect on the commercial banks' overall profit- 
ability may not be serious. The benefits of doing this may help cross- 
subsidize the program for the poor and reduce the cost of financial inter- 
meciation for the poor through risk pooling across sectors. Commercial. 
banks may also work closely with NGOs supporting their outreach pro- 
grams. NGOs are found to be better in reaching the poor for on-lending and 
mobilizing savings in small amounts, which commercial banks find highly 
costly. Therefore, one possible way to reduce the cost of intermediation for 
the poor is integration between NGOs and commercial banks, where com- 
mercial banks provide on-lending funds to NGOs at market rates and NGOs 
are expected to charge a rate that covers their lending cost. 

Grameen Bank's experience suggests that group-based lending with a 
weekly payment schedule and possible repayment rescheduling is applicable 
to agricultural lending. But Grameen Bank has linked agricultural lending 
(which is seasonal) with a year-long loan for rural nonfarm activity. In an 
environment where rural nonfarm activities are not available, group-based 
lencing is still applicable, where seasonal loans for agriculture are mixed 
with loans for noncrop activities, such as poultry, livestock, and fisheries. In 
this way, the weekly loan repayment schedule is feasible and enforceable in 
an égricultural setting. 
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Grameen Bank’s success with group-based lending is relevant for a 
densely populated area where the cost of group mobilization is less for both 
the lender and the borrower. The relevance of such an approach, with a 
weekly repayment schedule and group meeting, seems highly improbable in 
sparsely populated areas of Africa, for example. But the model is replicable 
in such a setting if a scheme is developed to confront these obstacles. For 
example, savings deposits and loan disbursements can be made in local mar- 
kets where people regularly meet for shopping. Using tribal linkages within 
the general Grameen Bank model can also be explored. The chief lesson 
learned from Grameen Bank is that it is necessary to design a system of ac- 
countability that works for both bank officials and borrowers. Therefore, any 
successful replication must ensure that the system is made highly transpar- 
ent and is “social-conscience-driven” (Yunus 1995). 


Conclusions 


Grameen Bank, like any other financial intermediary, faces risks in 
lending because of asymmetric information and imperfect enforcement. The 
risk of lending is much higher in a rural setting where it is difficult and 
more costly to gather information about borrowers and enforce a contract. 
The problem is more acute for the poor who are perceived as more credit-risk 
than the rich. Still, Grameen Bank works for and with the rural poor, espe- 
cially women. Because the poor are its exclusive clientele, Grameen Bank 
has assumed the enormous challenge of providing financial services to 
people who lack material collateral and are thus considered to be high credit 
risks by traditional finance institutions. It also faces the difficult task of al- 
leviating poverty with credit provision. More importantly, Grameen Bank 
operates only in rural areas where production is risky because of envi- 
ronmental factors, seasonality is pronounced, and infrastructure is underde- 
veloped. Thus, unlike other banks, Grameen Bank is less able to minimize 
the risk of loan default by diversifying its loan portfolio across sectors. 

Grameen Bank introduced group-based lending with mandatory savings 
to improve the financial and social discipline of its members. Group-based 
lending improves the loan recovery rate and also provides a cheaper vehicle 
for social intermediation when social intermediation is an integral part of 
financial intermediation. At the same time, savings mobilization improves 
the financial discipline and accountability of the poor, while helping borrow- 
ers and lenders absorb the unforeseen shocks caused by agroclimatic 
factors. 
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By lending to the poor, and especially to women, Grameen Bank has 
shcwn that the poor are creditworthy, as their loan repayment rate has been 
consistently higher than 95 percent. But as of 1994, revenue from interest 
payments is barely enough to sustain its activities without further reliance 
on donor funds which were nevertheless essential for its institutional devel- 
opment. To sustain its operation as an independent financial institution, 
Grameen Bank must be able to operate based on market resources. It re- 
quires more savings mobilization and also more borrowing at the market 
rate of interest rate while breaking even. 

Grameen Bank also needs to be more cost-efficient. It requires increased 
loan volume per branch by increasing either membership per branch, lend- 
ing per member, or both. But expansion of lending or membership is de- 
mand-constrained. For borrowers, simply returning the money to the bank is 
not the primary hurdle. When loans are given in small amounts on an an- 
nual basis and repayments are scheduled on a weekly basis, loan repayment 
may not be that difficult. The impact of borrowing and membership is evalu- 
ated in terms of changes in income, consumption, employment, health, nu- 
trition, and net worth. Household survey data clearly show that Grameen 
Bank helps to alleviate poverty and increase resources, both physical and 
human. It also empowers women economically. Therefore, poverty allevia- 
tion and human resource development is possible with targeted credit. 

But the poor do not have an unlimited capacity to absorb a larger 
amount of loans. The poor's demand for credit is influenced by the profitabil- 
ity of investment and economic growth, on one hand, and the entrepreneu- 
ria. development of the borrowers on the other. Thus, the long-run viability 
of both Grameen Bank and its borrowers depends on how fast economic 
graduation is achieved at the borrower level, in terms of both income and 
occupational mobility. 

Higher economic growth is necessary to sustain the economic gradua- 
tion of both Grameen Bank and its borrowers. Sound macroeconomic policies 
and good governance of these policies are quite important to promote eco- 
nomic growth. The government thus has an important role to play in pro- 
moting and sustaining economic growth to reduce poverty on a sustainable 
basis. Nevertheless, commercial product-based sectoral interventions such as 
Grameen Uddogue which promotes marketing, skill-mix, and technical 
know-how among the small producers can stimulate these microenterprise 
initiatives. In other words, a good blend of both top-down and bottom-up 
policies is necessary to promote both income and occupational mobility 
ampng microentrepreneurs. 

Grameen Bank's financial model, based on social intermediation, is 
replicable in any context with suitable modifications based on innovation 
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and experimentation. The replication must, however, be social-conscience- 
driven and transparent so that accountability is established in the institu- 
tion that is designed and developed based on the notion of self-sustainability. 
Subsidized funds or grants are necessary at the early stage to develop such 
an institution. However, the social cost is minimum, given the social benefits 
that such an institution is able to generate. Perhaps a Grameen Bank-type 
operation is the most cost-effective way of reaching a highly self-selected en- 
trepreneurial class of people among the poor who do not have access to for- 
mal financial institutions because of lack of collateral. Thus, providing 
financial services to the poor is one of many approaches for poverty allevia- 
tion, but the group-based microfinance model of Grameen Bank is cost- 
effective because of its self-selection procedure. 
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International Finance and Domestic 
Financial Market Development: 


The Case of Indonesia 
William E. James 





Abstract. The order of financial market reform in Indonesia, which largely preceded real 
sector liberalization, was unusual as the external capital account was' opened prior to 
domestic financial market reform. It is posited that changes in financial market policies in 
Indonesia were strongly influenced by changing circumstances in Indonesia’s access to 
external finance and to changing conditions in international financial markets. For example, 
the oil boom and petro-dollar recycling phenomenon reduced Indonesia’s fiscal and financial 
constraints and, consequently, domestic financial markets became highly regulated and 
credit and savings flows subject to state controls. The end of the oil bonanza meant tighter 
fiscal constraints and necessitated tax and financial reforms aimed at boosting savings and 
increasing the efficiency of domestic financial markets. The success of Indonesia’s financial 
refcrms, though not without problems, provides another case study on the crucial role 
fincncial liberalization can play in overall economic development. 





inancial markets and changing policies toward them have played a 

crucial role in the divergent development paths that have been fol- 

lowed within East and Southeast Asia. Most of these countries have 
endured periods of severe financial repression, episodes of high inflation, and 
State dominance in ownership of financial institutions and interventionist 
policies in the allocation of scarce resources, financial or otherwise. Pro- 
grams of financial liberalization and attempts to move away from state 
dominance to more market-determined prices for financial assets and 
greater private sector control of financial institutions have likewise been 
common features in the development process. However, the timing, sequenc- 
ing, and depth of reforms have all varied and in a somewhat unusual man- 
ner. For example, financial liberalization began sooner and went a good deal 
faster and further in Indonesia, despite its rather low income per capita, 
than in some of the newly industrializing economies of East Asia, particu- 
larly Republic of Korea and Taipei,China. Indonesia eliminated exchange 
controls and maintained an open capital account and a convertible currency 
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since the early 1970s. Real sector liberalization, meaning deregulation of in- 
dustry, lowering of trade and investment barriers, and reducing the role of 
state enterprises, in the main, followed financial reforms in a reverse order 
of sequencing. 

Indonesia, like Republic of Korea, relied substantially on concessional 
grants and loans from both multilateral and bilateral donor agencies, with 
external debt becoming quite large in terms of absolute amounts and in re- 
lationship to exports and GDP. Indonesia has also had to face balance of 
payments crises along with periods in which foreign exchange and financial 
resources were relatively abundant. What then enabled Indonesia to success- 
fully open its capital account and liberalize its financial markets relatively 
early in the development process? 

This paper provides an analysis of how changing circumstances in the 
international financial markets and in the availability of external finance 
have influenced domestic financial markets, institutions, and policies of In- 
donesia. In particular, the impact of external finance on the timing, sequenc- 
ing, and depth of policy reforms toward the domestic financial sector is 
examined. The role of external capital, particularly concessional loans from 
official sources, and also of loans from private commercial banks and direct 
and portfolio investment, is considered in attempting to provide an explana- 
tory framework for the observed pattern of financial market development: 


Indonesian Financial Development 
from Independence to the 1990s 


The development of the financial sector and government policies toward 
the financial sector appear to have evolved depending on the relationship of 
the government with international financial institutions and markets in 
terms of creditworthiness and domestic political considerations. It is argued 
that access to international capital markets has been a crucial factor in 
overall economic performance in Indonesia. Loss of such access was associ- 
ated with economic disaster under Soekarno in the early to mid-1960s. Res- 
toration of Indonesia’s credit standing, in turn, was vital to the economic 
recovery and success brought about under the New Order of Soeharto. How- 
ever, the circumstances under which access to external financial resources 
could be sustained have undergone major changes and thus influenced the 
policies toward domestic financial markets and institutions. 

The Soekarno regime’s approach is considered first, both in its “mild” 
initial period (1950-1957) then in its more aggressive Guided Economy pe- 
riod (1958-1965). The Soeharto (New Order) years are divided into an early 
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period of stabilization and reform (1966-1973), the oil boom period of credit 
controls and preferential credit programs (1974-1982), and the financial lib- 
eralization and deregulation period (1983-present). 


Financial Repression: The Soekarno Years 


In the initial period following independence (1950-1957), Indonesia’s 
banking and financial system retained many of the features it had in the 
colonial period, though there were also some significant changes. First, the 
Duich approximation to a central bank, the semipublic Javasche Bank, was 
nationalized in 1951 and became the official Indonesian Central Bank, Bank 
Indonesia (BI) in 1953. There were seven remaining foreign banks (three 
Dutch, two British, and two Chinese) that continued commercial and foreign 
exchange operations and were basically oriented toward short-term trade 
financing. Two Indonesian state banks, Bank Negara Indonesia (BNI) and 
Bank Rakyat Indonesia (BRI) were enlisted by the government to help pro- 
mote indigenous (pribumi) interests. BNI established the Benteng Program 
which provided Indonesian traders with trade credits at preferential rates. 
Preferential credit went hand-in-hand with allocation of import licenses in- 
tended to allow the Indonesians to establish import businesses. BRI concen- 
trated on providing credit to indigenous small and medium-sized firms in 
industry. 

Between 1953 and 1957 BI financing of government operations was 
much larger than bank credit to private and state-owned commercial enter- 
prises (MacIntyre 1993). Nevertheless following independence there was 
substantial expansion in both the number and commercial activity of private 
local banks. The number of these banks grew from only 15 in 1951 to 104 by 
1957; the assets of the 20 largest of these new private banks grew more than 
six-fold between 1953 and 1957 (MacIntyre 1993). BI encouraged this devel- 
opment by providing subsidized credit to assist their expansion, which was 
deemed favorable in promoting local industry. The coupling of preferential 
credit with import restrictions intended to create a class of indigenous entre- 
preneurs. The effort fared poorly, mainly because of the weak human re- 
source base. Non-indigenous (Chinese) businesses retained their dominance 
in the private commercial sector. Fragmented and poorly coordinated pro- 
grams resulted from the fluid and ever-changing political environment in 
these early years. Events in 1958, however, were to mark a significant in- 
crease in the economic power of the state and, in particular, of state control 
in the financial sector. 
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The Guided Economy and Financial Chaos 


The conflict with the Dutch in New Guinea led Indonesia to nationalize 
remaining Dutch firms in 1958, including the three private Dutch banks. 
Under Soekarno’s Guided Economy, state intervention and control became 
pervasive. As MacIntyre (1993, 132) points out: “Rather than transferring 
former colonial enterprises to local entrepreneurs as happened, for example, 
in South Korea, however, it was decided that these enterprises should be 
owned and controlled by the state itself.” The government took a hostile 
stance toward foreign investment, and many investors withdrew investment 
capital from the country in the early 1960s. The hostile measures taken 
alienated western governments and private investors alike. The loss of ac- 
cess to western foreign aid and investment was somewhat compensated for 
by Russian and Eastern European assistance. The global competition be- 
tween the Soviet Block and the Western democracies provided an option to 
governments of developing countries such as Indonesia. As developing coun- 
tries in the late 1950s and early 1960s had little or no opportunity to tap pri- 
vate capital markets abroad, having access to concessional loans and grants 
from foreign sources was vital. The option of receiving assistance from the 
Eastern Block countries probably strengthened Soekarno's hand in expan- 
sion of statist policies, though the option was an imperfect substitute for 
Western assistance. As Hill (1992) points out: *In the mid-sixties, Indonesia 
was perhaps the least industrialized of the world's large developing countries 
.... There was no foreign equity capital in the sector, while the Soviet Union 
and other East European countries constituted the principal source for the 
trickle of imported industrial technologies" (Hill 1992, 204). 

Bank Indonesia enjoyed little autonomy as a central bank prior to 1958, 
but had conservative leadership. In 1958, Soekarno moved to seize control of 
the banking system so that he could turn it into an instrument for financing 
the implementation of his version of state-led industrialization. Legal re- 
strictions on central bank financing of the Treasury and on reserve backing 
for the issue of currency were brushed aside, turning BI into what MacIn- 
tyre calls “a rubber stamp”. All state-owned banks were then consolidated 
into one mega entity, Bank Negara Indonesia (BNI). By 1959, the share of 
the public sector in the allocation of credit by the commercial banks reached 
57 percent compared with just 12 percent in 1956. The private sector was 
increasingly crowded out and had to make do with a diminished share of 
bank credit (Arndt 1971). 


1. The contrast with Republic of Korea suggests the Indonesian government was still trying to 
establish its strength and legitimacy following the long period of foreign rule and the comparatively 
short period of independence. 
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The dominant position of the state in the banking and financial industry 
in Indonesia was thereby reinforced. The collapse of government fiscal reve- 
nue resulting from the declining production and exports in the now national- 
ized plantation sector coupled with the extravagant expenditures on 
monuments and Soekarno’s other nationalistic constructions resulted in 
ever-widening fiscal deficits. Financing of these deficits triggered an infla- 
tior.ary spiral. The triple-digit inflation that resulted in the mid-1960s was 
largely ignited by the monetization of the huge fiscal deficits of the Indone- 
sian central government. The collapse of the economy under the weight of 
hyrperinflation, balance of payments, and fiscal crises, and civil war following 
a failed coup attempt by leftist forces led to the establishment of the New 
Order under Soeharto who formally took power in March 1966. The New 
Order wasted little time in seeking to restore ties with western donors as 
funds were desperately needed to import essential items and restore macro- 
economic stability. By the late 1960s, international financial markets had 
become more developed with more liquidity resulting from US balance of 
payments deficits. In addition, Singapore had become more established as an 
international financial center. These changes, along with continued compe- 
tition between the rival blocks in offering foreign assistance and the obvious 
possibility of receiving large-scale US development assistance helped en- 
courage the New Order to effect a dramatic shift in economic policies, includ- 
ing financial policies. 


The New Order: Stabilization and the Open Capital Account 


The New Order government essentially faced the. economic crisis by 
adcpting stabilization measures worked out in cooperation with the IMF, 
World Bank, and major bilateral donors like the US. These measures in- 
cluded a devaluation, reigning in of budget deficits and moderating growth 
in she money supply, and measures to restore investor confidence and at- 
tract capital back into the country. Among the earliest financial reform 
measures were: (a) dismantling of the monolithic BNI in 1967 and setting up 
five separate state commercial banks along with a state savings bank and 
state development banks in each of the provinces; and (b) reestablishing the 
central bank (Bank Indonesia) in 1968. BI initially took a rather dim view of 
the existing private banks in the late 1960s. It actively encouraged mergers 
and consolidation among the private local banks and ordered 24 of them to 
suspend operations temporarily in 1967. BI strongly influenced the alloca- 
tion of credit during this period through: 
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e direct allocation of cheap credit to “priority borrowers,” such as state 
enterprises and Bulog (the state bureau of logistics which controls 
“strategic commodities”, largely rice); 

e by control over the deposit and lending rates offered by the state banks; 
and E 

e through preferential liquidity credits. issued largely to the state banks 
(see below). 

The first meeting of the Inter-Governmental Group on Indonesia (IGGI) 
took place in 1968 and restored Indonesia's international credit standing. 
The IGGI represented in concrete terms the benefits to Indonesia of its new 
policies by providing the government ready access to external finance and 
expertise for its development programs. An immediate benefit was through 
debt relief provided by the US. Domestic financial markets became more 
stable as tight fiscal policies limited the need for accomodating money supply 
growth. High nominal interest rates on time deposits became positive in real 
terms as inflation rates fell to single digits in 1969. Renewed access to for- 
eign credit facilitated the changes in financial policies that were urged on by 
western-trained Indonesian economists (the so-called “Berkeley Mafia”). In 
1969 and 1970, the government undertook steps to unify the multiple ex- 
change rate system and to open the capital account, particularly for outflows 
of foreign exchange which were completely unrestricted after April 1970." 

By the end of the 1960s, the structure of the financial sector was domi- 
nated by state banks, including Bank Indonesia (share of assets: 58.9), the 
five state commercial banks (30.6), and 25 regional development banks (1.0). 
Among the commercial banks, the state banks accounted for 75 percent of 
total assets, with 18 percent held by 11 foreign and joint venture banks, and 
the rest by private domestic banks (see Woo 1994). 

Among the stabilization initiatives undertaken in the late 1960s was the 
“balanced budget" law that requires government expenditures to be no 
greater than revenue from domestic and foreign sources (including foreign 
grants and loans from official sources). In reality, the government used in- 
flows of concessional credit to finance the so-called development budget—or 
the noncurrent budgetary expenditures—to the extent that the current 
revenues minus current expenditures fell short. External borrowing by the 
public enterprises and the private sector were strictly monitored and 





2. However, capital inflows, in the form of external borrowing by commercial banks and other 
entities, and foreign direct investment were regulated by the government, although the degree of re- 
strictiveness was relaxed gradually. See Fane (1994). 

3. There were 122 domestic private commercial banks in 1969 and 126 in 1972. However, the 
number of such banks fell to only 61 by 1982. There were also over 8,000 village banks in 1969 (which 
can hold domestic currency deposits but cannot issue demand deposits) and over 9,000 in 1972. The 
number of these village banks fell to under 6,000 by 1982. 
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controlled as ceilings on bank borrowing abroad were put in place when 
Indonesia defaulted in 1965. These were liberalized in the late 1960s, but BI 
still maintained a global quota (allocated among the various commercial 
barks) and sought to also regulate the uses of such borrowing. 

In 1967 a Foreign Investment Law was enacted in order to provide a 
sta dle institutional framework in which to attract capital back into the coun- 
try and to direct it to sectors of priority for development. Restrictions were 
placed on foreign ownership and divestiture of 51 percent of ownership 
sheres was required within a fixed time period. In addition, investments 
were restricted to priority sectors identified by the government. -A Domestic 
Investment Law was enacted in 1968 to clarify the role of private domestic 
investment in the New Order. These measures, coupled with unification of 
the exchange rate and assurances of freedom of capital and profit repatria- 
tion through the open capital account policy, succeeded in encouraging the 
return of “flight capital” and in bringing about new foreign investments: 


Inflation, Inward Restrictions on Capital Flows, and the Oil Boom 


Inflation fears were renewed after 1971 as measured by consumer 
prices, hence countermeasures were undertaken. In particular, the govern- 
ment sought to limit the foreign borrowings of the private sector. In 1972 
separate controls were placed on foreign bank borrowings and on dollar de- 
posits held with Indonesian banks, and in 1973 foreign owned deposits in 
commercial banks were included in the allowable ceiling on foreign borrow- 
ing by banks. Still consumer price inflation returned to double digits in 1973. 

The oil bonanza meant that foreign exchange earnings and government 
revenues became comparatively abundant in a short period of time. The pet- 
rodollar recycling phenomenon meant that oil revenues from low absorbers 
such as the Gulf states created a vastly expanded deposit base for interna- 
tional lending by commercial banks and bond markets, which Indonesia was 
well-placed to avail of. This dramatic change in the availability of relatively 
ch2ap commercial bank credit provided a new option to loans from bilateral 
or multilateral donors (it also created new sources of official development 
assistance, particularly for countries with Islamic ties such as Indonesia). 
Tke “Dutch Disease" effects of the oil boom, however, were also felt by Indo- 
nesia in short order as the excessive inflow of foreign exchange led to infla- 
ticn and real appreciation of the rupiah. Countermeasures were put in place 
that reflected less reliance on market forces and greater reliance on quanti- 
tative restrictions and regulatory controls. 
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Merchandise exports more than doubled between 1973 and 1974, and 
though export earnings moderated in 1975, current government revenues, 
which had grown by almost 80-percent in 1974, rose by another 25 percent in 
1975. This was principally a result of the first oil shock which dramatically 
increased the price of oil exports. During the second oil shock of 1978 to 
1980, exports redoubled and government current revenues grew by a further 
138 percent (World Bank 1995). Hence, between 1974 and 1981, the fiscal 
constraint was overcome by the surge in oil receipts (Table 1). During this 
period financial policies became more and more interventionist as the state 
sought to keep inflation under control and to direct the more abundant fi- 
nancial resources to its priority areas. The two key policies were the intro- 
duction of credit ceilings and the selective allocation of credit. 

In 1974 a new regulation required 30 percent of most foreign borrowing 
by the private sector (other than for direct investments) to be deposited in 
noninterest-bearing accounts at Bank Indonesia. These regulations were 
largely aimed at preventing a recurrence of high inflation but also reflect the 
prevailing ambivalence toward the private sector, particularly private fi- 
nancial institutions, on the part of the government (Fane 1994). 

Bank Indonesia first imposed domestic credit ceilings in 1974 as the rate 
of inflation accelerated to more than 40 percent. Since BI was required to 
allocate to each bank a specific quota, it had an incentive strictly to limit the 
entry of new banks into the banking system. Nasution (1995a) reports that 
the number of state and private deposit money banks (DMBs) in 1982 was in 
fact 118 compared with 183 in 1969 (Table 2).* Use of credit ceilings forced 
private firms without access to state or commercial private banks to rely on 
informal or overseas sources of credit, raising their transaction costs, and, 
particularly in the case of small and medium sized firms, raising their inter- 
est costs. Credit ceilings administered by BI tended to be inflexible. BI had to 
negotiate ceilings, not only bank by bank, but also by each type of selective 
credit program. Large Indonesian firms, particularly Chinese-owned busi- 
ness, could circumvent ceilings through their ability to tap credit in the 
nearby financial centers of Hong Kong and Singapore but such an option 
was not widely available to the vast majority of private enterprises.” Binding 





4. Woo (1994) however, reports that there were 163 DMBs in 1969, 171 in 1972, and 115 in 1982. 
Also note that in recent years, the state commercial banks numbered seven, as BAPINDO and Bank 
Ekspor-Impor Indonesia have increasingly taken on the functions of commercial banks. 

5. The open capital market policy was continued during the oil boom period. Information on 
flows and stocks of financial assets held by Indonesian entities and transactions in such assets in Sin- 
gapore and Hong Kong is not available. Hence, there is rather easy substitution between domestic and 
foreign financial assets. This also means it is rather simple to get around credit ceilings. There is no 
data on the extent to which ceilings and other controls were circumvented. 
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credit ceilings have the effect of restraining growth of the money supply.’ At 
the extreme the money multiplier becomes unity as banks are unable to 
expand credit in line with a rise in deposits (Woo 1994). Credit ceilings were 
used by Bank Indonesia in lieu of a more efficient mechanism for monetary 
policy until 1983. : 


Table 2: Number of Deposit Money Banks by Ownership Category 





1969 1982 1988 1991 1994 

State commercial banks 5 5 5 5 5 

Regional and development banks 25 29 29 29 29 

Private domestic foreign 

exchange banks 7 10 12 28 51 
Private domestic nonforeign 

exchange banks 123 60 51 101 111 

Foreign and joint venture banks 11 11 11 29 40 

` Others 12 3 3 3 3 


Total” 183 118 111 195 239 


“Excludes Bank Indonesia and rural savings banks. 
Sources: Nasution (1995a), Bank Indonesia Indonesian Financial Statistics (1995). 


Indonesia maintained a fixed nominal exchange rate between the 
rupiah and the US dollar from 1973 to 1977, a policy similar to that of some 
other East Asian countries such as Republic of Korea and Thailand. The ex- 
change rate policy coupled with high inflation in the domestic economy led to 
a substantial appreciation in the real exchange rate, estimated to be about 
30 percent (Woo and Nasution 1989). The rise in the price of nontradables 
relative to tradables had the particular effect of depressing production of 
nonoil exportables as importables were provided with high rates of protec- 
tion both in the form of tariffs and nontariff barriers. Import substitution 
industries were also given access to inexpensive credit. Foreign investment 
inflows were attracted by these protective policies to industries such as mo- 
tor vehicle assembly, textiles, and chemicals producing for the domestic 
market. 

The Export-Import Bank (Bank Ekspor-Impor) offered selected export- 
ers subsidized credits and BI, in addition, allocated a substantial share of its 
direct commercial lending to trade. These factors were largely ineffective in 
offsetting the antiexport bias of the overall policy regime. With widespread 
import controls and high tariffs, a fixed nominal exchange rate, and inflation 


6. Domestic demand for credit was equal to or greater than the amount of credit permitted un- 
der ceilings at a given interest rate, necessitating credit rationing. 
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in excess of 20 percent per annum, credit subsidies alone could not make 
much impact on export performance. Firms in import-competing industries 
enjoyed very high effective rates of protection in contrast to exporters. It is 
widely believed, as Mackie (1995) and Seagrave (1995) point out, that many 
of today’s huge Indonesian conglomerates (Liong, Bakrie, Humpuss, Barito 
Pacific, etc.) owe their initial success and rise to prominent wealth to an ini- 
tial period of access to cheap state bank credit coupled with lucrative 
government contracts (awarded without competition) and/or monopoly 
privileges. Unlike their counterparts in Republic of Korea (the chaebol), 
these Indonesian business groups were under no pressure to compete in in- 
ternational markets.’ 

Credit ceilings were augmented by a system of detailed government 
guidelines to the banks on the selective allocation of credit. Banks were or- 
dered to allocate a minimum proportion of their credit quotas to pribumi 
(non-Chinese) businesses as well as to sectors designated by the government. 
The five state commercial banks were each further assigned a specific sec- 
toral focus for their loans. It is likely that such loan quotas were widely 
flouted, particularly by private banks which often had a predominantly Chi- 
nese clientele. The state banks also had incentives to flout sectoral quotas, 
particularly if more profitable lending opportunities were present. The state 
banks were also provided a ready deposit base in the form of deposits of state 
enterprises, state pension funds, and other sources under the control of the 
government. Private banks could not compete to attract such deposits. Se- 
leczive and preferential credit programs were conducted largely through 
“liquidity credits" that were assigned to the commercial banks by BI. BI re- 
quired that a minimum proportion of loans be made by the banks to 
"priority" sectors (at a set interest rate). These loans were eligible to be re- 
discounted at BI with a lower rate of interest. In essence, the system is 
equivalent to the commercial bank borrowing funds froni’ BI at a low interest 
rate for on-lending at a higher (designated) interest rate. Most liquidity 
credits were allocated by state commercial banks as many government prior- 
ity lending programs were closed to private banks. These nonmarket-based 
credit programs proliferated and spread into a wider range of economic 
activities as well-connected businessmen and lobbies sought to join in the 
rent seeking encouraged by access to credit at artificially low interest rates. 
For example, eligibility for liquidity credits and access to BI rediscounting 
facilities was extended to sugar estates and refineries, rubber and palm oil 





7. Most of them were content to milk the profits they could extract from the heavily protected 
and fast-growing local market. The Indonesian business groups favored by the state banks were able 
to carry very high debt burdens given their preferential access to cheap tredit and the absence of 
corr petition. . i 
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plantations, and construction contractors by 1980. These interests often were 
owned by the conglomerates and business groups cited above. Those contrac- 
tors awarded government contracts beginning in 1978 received additional 
benefits in the form of sharply reduced interest rates (13.5 percent instead of 
21 percent). BI announced that 70 percent of such loans (as opposed to 20 
percent previously) would now be eligible for rediscounting privileges at in- 
terest rates reduced from 10 to 6 percent (Woo 1994). 

During the entire oil boom period, macroeconomic policies were oriented 
toward maintaining stability and high growth with reasonable success. For 
example, inflation which in 1974 became high enough (over 40 percent) to 
threaten stability was reduced to 8 percent by 1978. Credit controls were a 
clumsy but apparently effective means of controlling inflation (MacIntyre 
1993, Arndt 1979). There were also several successes in terms of realization 
of distributional objectives and sectoral targets. The achievement of rice 
“self-sufficiency” (defined as average production sufficient to meet domestic 
consumption demand) and the stabilization of rice prices were objectives that 
the directed allocation of credit contributed, even though the self-sufficiency 
objective was only attained in the mid-1980s. However, credit controls and 
subsidies were only one aspect of the strategy to boost domestic rice produc- 
tion and yields." 

The largest company in Indonesia, the national oil company Pertamina, 
became entangled in a web of financial misdeeds during the mid-1970s that 
threatened to undermine the credit standing of the Indonesian government 
(see, for example, Asian Wall Street Journal 6 December 1976). A financial 
restructuring rescue operation orchestrated by BI contained the crisis 
(McCawley 1978). The Pertamina scandal led to tighter control by the Minis- 
try of Finance over the financing activities of nonbank state enterprises. 

Donors concentrated on assisting the government in its all-out drive to 
attain self-sufficiency in rice production and in reinvigorating Indonesia's 
estate crop sectors where comparative advantage clearly existed (rubber, 
palm oil, spices, coffee, and tea). While concerns were expressed over the in- 
creasing dependence on oil for both foreign exchange and government reve- 
nue, donors were pleased that the unleashed wealth made Indonesia even 
more creditworthy for expanded project loans. The allocation of large 
amounts of government and donor resources to agriculture had positive 
benefits of improving the distribution of income (from what it would have 





8. Improvements in infrastructure, particularly in irrigation facilities, along with adoption of 
fertilizer-responsive high-yielding seed varieties were key aspects of the effort to achieve self- 
sufficiency in rice production by the mid-1980s. "Self-sufficiency" has been taken to mean achievement 
of a balance between consumption and production measured over a period of several years, with trade 
used to cover temporary shortfalls or surpluses. 
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been in the absence of such programs) and alleviating poverty as well. In the 
main, up until the late 1970s, most international development agencies 
either heartily supported preferential credit schemes aimed at agricultural- 
ists (i.e., the BIMAS/INMAS programs) or were unconcerned about possible 
ineificiencies such programs may have caused. By the early 1980s BI pre- 
sided over a system of intricate controls over the allocation of credit accord- 
ing to a complex hierarchy of social and economic priorities. The system did 
not reward competitiveness or efficiency in the allocation of credit. It left in 
plaze a banking system dominated by state banks that had little capacity to 
exercise much independent judgment about the risk and profitability of al- 
ternative businesses or loan projects (Arndt 1979). 

While the effects of financial repression on real economic activity have 
been debated inconclusively in terms of growth, it is very likely that the 
Structure and pattern of industrial and trade development, as well as em- 
ployment, were influenced in a pronounced manner by the distortions in fi- 
nancial markets. During the entire oil boom period, real interest rates (Table 
3) were generally negative or very close to zero (Cole and Slade 1992). 


Table 3: Consumer Prices and Interest Rates 


Year CPI Nominal Interest Ràte" 
(% Annual Change) 

Pre-oil boom 
1971 4.0 24.0 
1972 6.7 18.0 

Oil-boom 
1974 41.0 15.0 
1975 18.8 15.0 
1976 20.0 15.0 
1977 11.0 ` 120 
1978 8.2 9.0 
1979 20.6 9.0 
1980 18.5 9.0 
1981 12.2 9.0 
1982 9.5 9.0 

Post-oil boom 
1983 11.8 18.0 
1985 2.0 15.0 
1988 8.1 18.5 
1991 9.5 21.9 
1993 9.8 14.5 
1995 9.0  (est.) 15.0 (March) 





“Interest on 12-month time deposits. 
Sources: Cole and Slade (1992), Bank Indonesia Annual Report 1994/95, Indonesian Financial Statistics 
(various issues). 
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Artificially low interest rates, coupled with high effective rates of protection 
of large-scale and capital-intensive state and private enterprises led to seri- 
ous distortions in relative factor prices. With Indonesia’s overall abundance 
of unskilled labor these distortions of relative prices in the industrial sector 
were particularly significant. Artificially cheap capital led to a relatively 
high share for heavy and chemical industries (including petroleum refining, 
steel, organic and inorganic chemicals, and transport equipment) in manu- 
facturing GDP and exports (on a very low base) in the late 1970s and early 
1980s (Hill 1996). Promotion of heavy and chemical industries by all kinds of 
protection and subsidies meant that light and labor-intensive sectors (e.g., 
textiles and apparel, footwear, miscellaneous manufactures) were dispro- 
tected and, consequently had an artificiallylow share of GDP and exports. 

The Capital Investment Coordination Board (BKPM) adopted an in- 
creasingly restrictive policy stance toward foreign investors during the oil 
boom period. For example, foreign equity in vehicle assembly was prohibited, 
even though imported components and technologies play the key role in the 
industry. For this reason, the share of foreign equity in manufacturing was 
estimated in 1985 to be around 12 percent (inclusive of oil and gas manufac- 
turing), one of the smallest shares in Southeast Asia (Hill 1992). Until the 
late 1980s, Japanese FDI was dominant, accounting for approximately 60 
percent of the total foreign equity (Hill 1992). FDI was concentrated in basic 
metals, nonmetallic minerals, chemicals, and textiles. State enterprises ac- 
counted for about 44 percent of manufacturing equity in 1985, equal in size 
to the domestic private share (inclusive of oil and gas).” 

Aside from priority loans with designated interest rates, however, pri- 
vate banks were allowed to set their own deposit and lending rates. This 
provided an avenue for a degree of competition among banks in attracting 
deposits and arranging loans for noncaptive private savers and investors. 
Hence, despite the heavily repressed financial system in general, there was a 
basis for competitive profit-maximizing behavior in the private banking sec- 
tor. Between 1972 and 1982 the share of private banks in total bank assets 
contracted from 11 percent to under 6 percent. However, the existence of the 
private banks (mainly used to finance Chinese and foreign joint venture 
firms) had significance. The survival of private and foreign commercial 
banks and of informal private credit markets provided some instructive les- 
sons when it became apparent in the early 1980s that business as usual in 
the state banks was no longer possible. Private and foreign joint venture 
banks ificreased their market shares between 1980 and 1983 (Table 4), 
reflecting their ability to lend more carefully than the state banks and to 


9. The role of Chinese entrepreneurs and their hidden wealth is not taken into account in these 
estimates. For an interesting discussion of this issue see Seagrave (1995). 


or 


International Finance and Domestic Financial Market Development 145 


attract savings deposits from private sources. After 1983 private national 
banks continued to increase their market share, but foreign joint venture 
barks saw their share fluctuate before rising slightly in the 1990s. This 
provides an indication that decisive liberalization does not necessarily imply 
that foreign firms will dominate newly emerging markets. 


Table 4: Distribution of Credit by Bank Ownership Category 
(% of Total Outstanding Bank Credit) 











Foreign and 
Year Bank Indonesia State Commerical Private National Joint Venture 
Banks Banks Banks 
1963 49 44 6 1 
1972 19 70 7 4 
1974 . 15 72 6 8 
198) : 31 55 7 5 
1983 15 64 : 12 6 
1983 4 65 24 4 
1990 1 55 36 i 6. 
1992 1 56 35 — 8 
1994 Negligible 43 | 47 | 10 





Note: For Bank Indonesia, only direct credits are included; liquidity credits are excluded. Credits from 
regional (state) development banks are also excluded, these are from 1 to 3 percent of total credit. 
Source: MacIntyre (1993), Bank Indonesia Indonesian Financial Statistics (1995). 


Private national banks, in particular, maintained much higher capitali- 
zazion'than state banks, which gave them a better cushion against defaults 
or problem loans (see World Bank 1991). The same degree of caution was not 
required by the state banks as they are ultimately under sovereign guaran- 
tee. Yet the private banks, both foreign and domestic, tended to price loans 
more assiduously and provide superior service. Loan expansion was faster by 
private banks in the period of reforms and market share grew further, yet 
bad loans were more concentrated in the state banks. State banks were still 
saddled with reliance on liquidity credits and had excessive loan to deposit 
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ratios as compared with private banks. Private banks provided more services 
at lower cost than the state banks. 

The world recession of 1981-1983 depressed the prices of commodity ex- 
ports, particularly of crude petroleum. Petroleum revenue was flat in 1982, 
and then declined sharply from $14:9 billion in 1982 to $13.5 billion in 1983, 
bottoming out at only $5.2 billion in 1986 (Warr 1992). The prolonged period 
of falling commodity export prices had severe ramifications throughout 
Southeast Asia, slowing economic growth overall and forcing governments to 
reevaluate fiscal, financial, trade, and investment policies. In the wake of the 
debt crisis sweeping Latin America, Africa, and threatening Asia (the Phil- 
ippines in particular), mobilization of domestic savings in order to reduce 
reliance on foreign loans took priority. The conditions in international 
financial markets suddenly had changed for the worse just as Indonesia’s 
financial circumstances deteriorated. The harsher terms and conditions for 
commercial loans from overseas and the tighter financial conditions which 
coincided with the end of the oil boom necessitated a profound redirection of 
domestic financial policies. 


Taxation, Fiscal Constraint, and the Financial 
Reforms of 1983 and 1988 


Indonesia could ill afford waste on as previously large a scale in the al- 
location of increasingly scarce financial resources with the decline of the oil- 
based economy. Current government revenues dropped sharply as a share of 
GDP as oil revenues fell (Table 1) between 1981 and 1986. Hence, the gov- 
ernment announced the cancellation of a number of big, capital-intensive 
investment projects to reign in expenditures and instituted new tax meas- 
ures to enhance revenues. In a bid to raise the amount of nonoil tax revenue 
collected, the income tax was simplified and improvements in tax admini- 
Stration were introduced (Asher and Booth 1992). In addition, a Value-Added 
Tax (VAT) Package was announced in 1983 though it would take time to 
implement. These fiscal measures were then accompanied by financial sector 
reforms. Economic technocrats in the government introduced policies aimed 
at dismantling the system of credit controls and preferential allocation of 
subsidized credit. 

The major financial sector reforms initiated by the Indonesian govern- 
ment in 1983 and 1988 (with smaller changes in regulations in other years) 
have been extensively reviewed elsewhere (Nasution 1994, MacIntyre 1993, 
Cole and Slade 1992, Fane 1994). By the time of financial reforms of 1983, 
there was growing evidence of the failure of programs of selective credit in 
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the developing world (Adams 1980). In the “new view” espoused by Adams, 
which gradually gained influence in the World Bank and other donors, 
lessons could be learned from the efficient operation of informal credit mar- 
kets in rural areas in improving uses of funds and recovery of loans. Fiscally 
unsustainable subsidized credit schemes, in this view, could be profitably 
replaced with market-oriented credit programs that sought to build a deposit 
base and that relied on the market information lenders accumulate through 
competition in mobilizing and lending funds. These lessons were apparently 
grasped by most Indonesian technocrats. 

The new policies allowed the state banks to freely set lending and de- 
posit rates of interest. The 1988 reforms opened up the industry to new en- 
trants both foreign and domestic." BI sharply curtailed its interventions and 
participation in the direct allocation of (subsidized) credit. Indirect instru- 
ments (Certificates of Bank Indonesia or SBIs) were introduced to facilitate 
monetary policy. Real interest rates rose sharply and became positive in real 
terms, removing an important element of price distortion in the domestic 
market (see Table 3). 

The radical nature of the reforms, particularly the dramatic opening to 
new entrants which reversed a policy of restricting entry (and competition) 
of the previous 15 years, were a reflection of the renewed strength.of the 
economists within the government (MacIntyre 1993). The supply-response to 
the opening was impressive. Private and foreign banks which accounted for 
jus: 18 percent of total bank credit in 1983 by 1990 accounted for 42 percent 
and by 1994 accounted for 57 percent (Table 4). Financial sector reform was 
a glowing success in boosting the national investment ratio. Between 1973. 
and 1985 I/GDP averaged 25 percent and from 1986-1992 I/GDP averaged 33 
percent." This increase in investment was achieved under a regime of posi- 
tive real interest rates from 1983 onwards (Cole and Slade 1992)." Real GDP 
grawth averaged (1993 prices) 8.3 percent between 1989 and 1993 and was 


10. New entrants required capital of only 10 billion rupiah for domestic.commercial banks and 
only 50 million rupiah for rural banks with the deregulation package (Government of Indonesia 1988). 
See Cole and Slade (1992). The Jakarta telephone directory in 1995 reflects the incredible growth in 
banxing, with banks covering 74 pages compared with 62 for hotels and 33 for restaurants. 

11. Estimates of investment and savings in the national income accounts should be treated with 
caution. Investment represents gross domestic capital formation which includes changes i in stocks or 
inventories. The latter appear to be unusually large. See Bank Indonesia (1995) for data and James 
(1995) for discussion. 

12. In growth regressions estimated by McCleery and James (1995) for Republic of Korea and 
Indonesia, real GDP growth is positively and significantly correlated with distortions in an index of 
real lending rates in the former, while the relationship is found to be negative arid insignificant in the 
latter. Hence, while financial repression appeared “to work" in Republic of Korea, it did not contribute 
to growth in Indonesia. In Republic of Korea, allocation of credit was tied to export performance and 
this may have contributed to the result (World Bank 1993). 
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over 7 percent thereafter (through 1995). Between 1988 and 1991 the num- - 
ber of private domestic banks more than doubled (from 63 to 129) and the 
number of foreign banks increased from 11 to 29 (Table 2). Asset growth in 
the private banks averaged 41.5 percent in 1983-1988 and 64.9 percent from 
1989-1991 compared with 19.7 and 20.7 percent respectively in the state 
commercial banks (Nasution 1995a). The financial reforms were an enor- 
mous success in terms of financial déepening and diversification of financial 
instruments. 

The deregulation of interest rates, easing of entry restrictions, and dis- 
mantling of credit controls allowed market forces to help shape financial 
market developments. Along with these policy changes were improvements 
in the legal and institutional components of financial markets that boosted 
development of the capital market. The development of financial markets 
brought about by these changes provided a welcome boost to growth and ef- 
ficiency of real sector activity and served as a powerful demonstration that 
competition and freer markets can work effectively. However, liberalization 
was not without its pitfalls as the next section of the paper indicates. 

Changes in the structure of manufacturing industry toward higher 
shares for light and labor-intensive manufacturing activities and lower 
shares for heavy and chemical industries resulted. Liberalization of foreign 
investment regulations began with the adoption of a "negative list" by BKPM 
and progressive reduction of the number of closed or restricted sectors. Di- 
vestiture requirements were relaxed for export-oriented foreign joint ven- 
tures. and licensing’ requirements were streamlined. Export-oriented FDI, 
particularly from Asian NIEs, was attracted by these regulatory changes and 
by the abundant supply of inexpensive labor (Thee 1992). The strong growth 
in manufactured exports (over 30 percent per annum in real terms from 
1985-1992) indicates the growth in output along lines of comparative advan- 
tage did follow from the deregulation measures (Hill 1995). Employment 
growth was particularly significant in labor-intensive manufacturing be- 
tween 1985 and 1990 (James and Fujita 1997). 

The gains from deregulation of the financial sector, however, did not 
lessen the ongoing problem of maintaining macroeconomic stability with a 
wide open capital account. In 1987 and 1991 the central bank had to inter- 
vene in order to defend the rupiah against speculative onslaughts." In both 
cases, short-term interest rates became extremely high as liquidity was sud- 
denly withdrawn from the banking system through requiring state enter- 
prises to withdraw deposits from the state commercial banks and to 
purchase central bank securities. The credit crunch in 1991 had strong 





13. Also see below for a discussion of the effect of the Mexican crisis on Indonesia in early 1995. 
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effects on investment projects and financing of imports. High interest rates 
exposed those banks with bad loans in their portfolios leading to recognition 
that encouragement and enforcement of appropriate prudential standards 
had lagged far behind the deregulation moves. 


Fallout from Reform, Problem Loans, and Bank Supervision 


Several commercial bank failures or near-failures have occurred in re- 
cent years beginning in 1990 with the collapse of Bank Duta (on foreign ex- 
change trading losses of over $400 million US) and then the 1992 collapse of 
Bank Summa.“ The proliferation of new banks was facilitated by low initial 
capital requirements that were subsequently tightened in 1993 and 1994. 
Between 1991 and 1994, 44 new private and foreign joint venture commer- 
cial banks were opened (Table 2). 

By 1993 problem loans became a severe problem in the state banks, 
reaching over $7.5 billion in February or more than 2.5 times their entire 
paid-in capital. These bad loans were equivalent to 4 percent of 1993 GDP. 
Private domestic banks had bad loans estimated to reach $5.8 billion. At the 
peak in 1993, bad loans were estimated at almost 16 percent of all commer- 
cial bank credits. By December 1994 they were about 12 percent of total 


barik credits but were unevenly distributed with state banks (18.6 percent) 


carrying a much larger relative burden than private banks (5.4 percent). 
Aside from raising minimum capitalization standards, BI took several meas- 
ures to tighten up prudential standards. BI's “action plan" included: estab- 
lishing task forces to monitor the state banks and requiring private banks to 
set up their own teams to monitor debts, fostering efforts. at delinquent loan 
collection, assisting banks in arranging prepayment of high-cost exposures, 
encouraging bank mergers to spread risk and improve balance sheets, 
streamlining of staffing and facilities, and increasing capital. 


14. The Bank Summa case is of interest because it resulted in the loss of control over the flag- 
ship company of the Soerywidjaya family, PT Astra International, then the largest company listed on 
the Jakarta Stock Exchange. Incidentally, as in the case of the Astra group, there is a more general 
treni toward the business groups or conglomerates to either use connections to milk funds from com- 
pliant state banks or to directly move into banking and to use banking units to finance expansion into 
real estate development and other highly speculative activities. This causes more headaches for Bank 
Indcnesia as bank supervisors are not able to exercise proper oversight. The latter trend contradicts’ 
MacIntyre's (1993) assertion that “ ... commercial banking has not been a core activity for the major 
business conglomerates in Indonesia." The Lippo group is a good example of the latter trend. The huge 
loan losses of the state development bank BAPINDO in dealings with the shady Eddy Tansil in petro- 
chemical investments (originally in partnership with Soeharto's son Tommy) illustrate the weak pru- 
dential standards and lingering nontransparency. 
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These changes were supported by a number of technical assistance ac- 
tivities provided by donors. They appear to be working, as the share of bad 
loans in private banks outstanding credit declined to 4.2 percent in June 
1995 (Halesworth 1995). 


Future Directions in Development of Indonesian Financial Markets 


The Mexican crisis of early 1995 sent shock waves throughout develop- 
ing Asia including Indonesia.” In response to the threat, BI rushed to the 
defense of the rupiah by selling $700 million and raising interest rates on 
SBIs (Nasution 1995b). Interest rates on loans and deposits rose sharply in 
the first few months of 1995 and remained high. The high real interest rates, 
in turn, encouraged inflows of short-term portfolio investment seeking high 
returns, placing upward pressure on the rupiah and threatening to acceler- 
ate money-supply growth. BI responded by: (a) widening the daily band 
within which the rupiah may be traded for dollars, to 44 rupiah in 1995 up 
from 20 rupiah in 1993 and 30 rupiah in 1994; and (b) by moving to a more 
market-determined system for determination of interest yields on SBIs (so- 
called cut-out rate system is replaced by a stop-out rate where interest rates 
are established by auctioning a fixed quantity of SBIs to 21 primary dealers). 
The first change provides greater flexibility in the foreign exchange market 
and spreads risk to speculators. The second change helps to provide better 
market signals on interest rates since in the absence of secondary markets 
for securities such as commercial paper, there is presently no yield curve to 
serve this purpose. 

The government has inaugurated the new Jakarta Stock Exchange fea- 
turing computerized trading and other state-of-the-art facilities. However, 
the stock market remains undercapitalized and the market is quite thin.” 
Daily trading is dominated by foreigners as fewer than 200,000 Indonesians 
are estimated to own any stock. Foreign investors are permitted to purchase 
up to 49 percent of shares in listed Indonesian companies. The government 
has sought to deepen the market and has floated shares in PT Telkom, a 
major state enterprise. The share offering however did not perform as hoped 
and both prices and number of shares offered had to be scaled back. This 





15. Indonesia differs from Mexico in several fundamental indicators. See Radelet (1995) and 
Summers (1995). E : 

- 16. Market capitalization of the Jakarta bourse has risen sharply from 79 billion rupiah ($7.9 
million) in 1985 to 79.5 trillion rupiah ($35.82 billion) in 1994. For data on market capitalization see 
Noerhadi (1994). Market capitalization in the 1990s was still relatively small compared with other 
Asian markets such as Bangkok, Hong Kong, Kuala Lumpur, and Singapore (Greenwood 1993). 
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provides the government with the reminder that book value of state assets 
does not necessarily translate into market value (Nasution 1995b). 

-The agency regulating the stock exchange, Bappepam, will need to be 
vigilant to guard against insider trading practices and other illicit activities 
involving company directors and financial institutions. Indeed, in June 1996, 
the agency fined two domestic companies, including one bank, for alleged 
involvement in insider share trading (see Asian Wall Street Journal 3 June 
1995). 

Further development of monetary instruments might be achieved by 
swi-ching government foreign debt into domestic debt through issuance of 
domestic bonds to replace foreign debt. Such a policy of swapping foreign for 
domestic debt does not imply that Indonesia will abandon the “balanced 
budget" fiscal policy, which remains a key macroeconomic policy. In addition 
puhlic listing of commercially oriented state enterprises such as Krakatau 
Steel as was done with Telkom and Indosat would help further develop the 
locel capital market. The implementation of privatization through trans- 
parent and above board procedures is essential for Indonesia's financial 
development. 


Increasing Openness, Economic Integration, 
and International Capital Flows 


The international financial and trade environment and, along with it 
the role of the international financial institutions, has been undergoing 
dramatic change. The changing external environment has major implica- 
tions for the conduct of financial policy and the development of financial 
markets in emerging market-oriented developing countries such as 
Indonesia. 

In the decade of the 1990s the composition of capital inflows into the 
East Asian developing region became much more oriented toward private 
equity capital, continuing a fundamental shift that began in the mid-1980s. 
As late as 1989, commercial bank loans and official development assistance 
(loans) from multilateral and bilateral sources were the predominant types of 
capital inflows in the region and Indonesia was no exception (Table 5). How- 
ever, between 1986 and 1990, foreign direct investment (FDI) inflows as- 
sumed greater importance than loans from official and commercial sources. 
Finally, in the period 1990-1995, FDI and private portfolio investment be- 
came the predominant sources of capital inflows to Indonesia. Indeed, be- 
tween 1989 and 1994, FDI and portfolio investment totaled over 60 percent 
of net capital flows to Asia, with much of these flows concentrated on high- 


152 Asian Development Review ` 


"(Sensst SnoLreA) 592781707 S JDIDUDUIY UDISaUOPU] EISIUOPUJ JULY :eomog 








996 ZEZE — co6'S — TLVO  6c8'G8 — 9vL'Y 060€ ZLEZ Z998 «= SOY LOST (T6303) suoroesuz3 perdu 
€8689 — 198 gIze zec'e ses TZOS 898 69T- SIT — 8801 OF | 1900 
TPIP 80'S 800Z LLLI — Z8V'l — 601 289 918 ege 8&Z 808 SjU9UrjsaAUI JOA 
vc9'8 9267 —61€'8 698S OTP  STTP PIS LO% SPST «6ST 89 (19u) [e31deo apea ud 
poe's-  O6g'9-  coc'C-  8OLP-  GIZP--  €06'€-  GPL'&-  LVS'&- 98L-  9661- 68T- syuawsedoy 
gees  2P9%9 9009  OZz8'8 869S 989P  6IF9 ZIGG- 068P  OL0S Sort smogur 
TeS LSZ £v, ZITTE  6TPT — 669 oL't  S96T POTZ vL «BELT — (jou) endeo pero 
966L v66L  — $661 C661 16601 0660 6861 8861 861 9861 S861” suoroesuea] perde; 





($SAN JO suom) 


suoloesuedy, [e31de;) :sjueur&eq Jo voueleg :G ALL - 


International Finance and Domestic Financial Market Development 153 


growth East Asian countries, including the ASEAN members and People’s 
Republic of China (IMF 1995). 

East Asian economies like Indonesia are becoming more integrated with 
the global economy in terms of both trade and financial (investment) flows. 
The share of manufactured goods in total exports increased dramatically 
(IMF 1995), with Indonesia being a prime example. The ability of high- 
grawth Southeast Asian countries to attract capital to finance investment in 
excess of domestic savings is demonstrated by the large current account 
deficits (4-8 percent of GDP) of recent years in Malaysia, Thailand, the 
Philippines, and Vietnam. Indonesia has run persistent current account 
deficits, but these have not been as high on average as in neighboring coun- 
tries. High growth in East and Southeast Asia has been an attraction to 
portfolio managers in developed countries as booming equity markets and - 
high real interest rates (adjusted for expected exchange rate changes) have 
become characteristic. There are concerns that these economies are over- 
heating evidenced by high or increasing rates of inflation, widening current 
account deficits, and booming property markets. Given the increased de- 
pendence of these markets on short-term portfolio investment flows and the 
precarious nature of bank and stock market prudential standards, there is 
real concern that volatile capital movements could present a serious 
challenge. 

The spillover from the Mexican crisis in late 1994 and early 1995 took 
Asian countries like Indonesia by surprise." Still, as was pointed out in the 
previous section, the Indonesian monetary and fiscal authorities, like others 
in the Asian region, responded effectively to the challenge. Speculative at- 
tacks on Asian currencies, including the rupiah were quickly rebuffed. Gen- 
erally speaking, fundamentally sound macroeconomic policies in the region 
meant that investor confidence remained strong and there has been no sharp 
reversal of capita! inflows. However, there are several areas that bear care- 
ful scrutiny and that may require strong additional policy responses in order 
to avoid destabilizing capital flows. 

A recent policy development has been an agreement Dobson central 
banks in the region (including Australia, Hong Kong, Indonesia, Malaysia, 
and Thailand) to join forces in providing support against short-term specu- 
lative attacks. Singapore and the Philippines have also indicated support for 
this effort. Agreements to repurchase US Treasury Securities within a 
specified time will allow these central banks to quickly increase US dollar 





17. A major difference between Asian countries such as Indonesia and Latin American countries 
has been in the composition of capital flows. Asia appears to have attracted a larger component of FDI 
and other private investment that is longer-term in outlook than is the case in Latin America. OR 
Summers (1995). 
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holdings in order to defend their currencies. While the existence of these 
swap arrangements may be reassuring, they are unlikely to succeed if fun- 
damental market forces are at work. 

Indonesia appears to be moving toward a market-based exchange rate 
policy with the widening of the daily trading band within which Bank Indo- 
nesia allows the rupiah to float. The wider band places additional risk on 
speculators while adding flexibility. Bank Indonesia holds foreign reserves 
equivalent to four or five months of imports, but those are rather small com- 
pared with short-term debt or debt service payments. Effectively Bank Indo- 
nesia has at its disposal additional foreign exchange resources in the form of 
standby arrangements with the IMF and accumulated savings. 

External public and private debt of Indonesia is approximately $100 bil- 
lion by end-1995 and debt service payments absorb over 30 percent of re- 
ceipts from exports of goods and services. With such a large external debt, 
maintenance of sound macroeconomic policies is essential to retain investor 
confidence. In: this context, use of international equity markets to privatize 
Indonesian state enterprises offers the government of Indonesia an oppor- 
tunity to raise capital for early retirement of external debts with high inter- 
est costs. Public share offerings of some state enterprises have had limited 
success in this regard. In the case of PT Indosat the initial public. offering 
was close to expectations but in the cases of PT Telekom and PT Tambang 
Timah (the state tin producer) IPOs were short of expectations. Floating of 
Shares of other state companies in foreign stock markets provides an attrac- 
tive option for adjusting the debt burden. However, this option can only be 
exercised if the companies have reasonable balance sheets and profit. Many 
‘state enterprises may not meet these criteria." Moreover, privatization does 
not necessarily mean the government is relinquishing its control of these 
enterprises. In 1996 an IPO for Indonesia's largest bank, state-owned PT 
BNI, is set to move forward. While BNI's launch may be a success, the same 
would probably not be the case for the other state banks, such as BAPINDO. 
“Relationship borrowing" by favored private companies and individuals who 
feel little obligation to repay the loans they receive from state banks presents 
a major problem and is one reason for large spreads between loan and de- 
posit rates of interest and for high loan interest rates charged “normal” cus- 





18. Pefindo, a government-backed investment rating agency, began operations in 1995. Its reluc- 
tance to provide ratings to state commercial banks, however, meant that international rating agencies 
became involved in this exercise. Moody's gave very low ratings to the state commercial banks ranging 
from E (the lowest possible rating) to D-plus (see Borsuk 1996). Despite the low Moody's ratings the 
state banks are able to borrow the funds they desire from foreign and domestic sources as their borrow- 
ings amount to sovereign loans due to the backing of the government. Recently Pefindo received tech- 
nical assistance from Standard and Poor's. However, Pefindo will specialize in rating of private 
companies, not state banks. 
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tomers by the state banks (see Asian Wall Street Journal 20 May 1996). The 
dividing line between private and public ownership is not clear." 

There have been concerns regarding the health of the banking 'system 
and the state banks in particular. Corporate reforms are needed to make the 
management of state banks more accountable and to improve their flexibil- 
ity. Continued efforts to increase capitalization of the banks and to improve 
prudential standards even as loan recovery efforts are stepped.up are essen- 
tial to maintain confidence. It is also likely that the number of private banks 
has become excessive, making consolidation inevitable. 


Conclusion ! 


Indonesia has adopted a market-based financial system and has moved 
away from past practices of directed credit and financial repression. As a re- 
sul; its domestic financial markets have increasingly become integrated 
with international markets. Indonesia has adopted international standards 
for capitalization of banking institutions (the capital adequacy ratio or 
“CAR”) and has sought to improve prudential standards! in order to 
strengthen Indonesian financial institutions. The CAR system was imple- 
mented in several phases between March 1992 and December 1993 
(Nasution 1994). At the end the banks were supposed to have capital, de- 
fined as the sum of paid-in capital, reserves, and retained earnings, equal to 
at least 8 percent of assets." It is hard to establish the reliability of the CAR 
system. Rating agencies have tended to give Indonesian state banks low (D) 
ratings partly for that reason. 

At present, Indonesian interest rates in real terms are well above inter- 
national interest rates such as LIBOR, reflecting a country-risk premium. 
Mareover, the large spread within Indonesia between lending and deposit 
rates indicates financial markets and institutions are still burdened by too 
many nonperforming assets and elements of inefficiency: The:differentiated 
interest rate structure across banks by ownership reflects the lower risk 
(ard therefore, expected returns on deposits) in state and foreign banks 
compared with private national banks. The small private banks pay the 
highest deposit rates as they must compensate depositors for the higher risk 





19. Ostensibly private companies that have “good” political connections borrow with what ap- 
pears to be quasipublic guarantees. Moreover, purchases of equity may be funded by loans from state 
banks. 

20. State banks zre allowed to include as capital “subordinated and ‘two-step’ loans", which are 
loans to the governmert from donor countries or agencies for specific purposes that are channeled 
through state banks (Nasution 1995, 143n). 
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involved (McLeod 1994). These problems are being addressed through efforts 
to increase capitalization of the banks, reduce the incidence of non- 
performing loans, and to further enhance the capacities of financial institu- 
tions to evaluate credit risks and collateral and to supervise loan collection. 
These changes are essential if Indonesian financial markets are to meet the 
challenges of globalization. 

Indonesia's experience with financial sector reform is of possible interest 
to newly liberalizing developing countries (e.g., Latin America) and the 
transitional economies. First, financial reform in Indonesia was accompanied 
by measures to strengthen fiscal policy, including delay or cancellation of 
large-scale public projects and imposition of new and improved tax meas- 
ures. This meant that when the financial sector was decontrolled financial 
savings were available for expansion of private sector investment. 

Second, contrary to the conventional wisdom that entry restrictions are 
essential to improve the loan portfolios of existing commercial banks, Indo- 
nesian experience indicates that opening up entry to new private and foreign 
commercial banks can strengthen the financial sector through increased 
competition. However, prudential standards and efficient regulation of 
banking standards lagged behind financial sector growth in Indonesia, re- 
sulting in “growing pains". 

Third, multilateral institutions and bilateral donors have had a role to 
play in providing objective and credible information and support for restruc- 
turing the financial sector. The shift toward private sector dominance in fi- 
nance in Indonesia has been facilitated by policy changes instituted in 
cooperation between the government and multilateral and other donor insti- 
tutions. The provision of assistance by donors has relaxed the government's 
budget constraint but the time is fast approaching when this will no longer 
be the case. As was pointed out above, net flows of official capital are ap- 
proaching zero. The government must therefore prepare for harder budget 
constraints and nonconcessional financing. This means “off-budget” expendi- 
tures and subsidies to state enterprises are becoming too burdensome to 
continue. Rather, it will be necessary to privatize state companies or to shut 
down those that are nonviable. 

Fourth, Indonesian experience would provide mild support for the view 
that considerable operational independence of the central bank is closely re- 
lated to price stability (Bruno 1994). One can compare the total lack of cen- 
tral bank policy autonomy in the hyper-inflationary "guided economy" 
during 1958-1965 with the subsequent periods where a form of limited 
autonomy was reestablished. Though its independence is quite limited, op- 
erationally it is instructed to fight inflation as its top priority, and, in prac- 
tice, this gives it a degree of autonomy. 
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The. wide open capital account appears to have served the purpose of 
disziplining fiscal and monetary policy. However, it also greatly complicates 
present efforts to control offshore borrowing, as domestic firms can easily 
circumvent attempts by the central bank to limit their access to foreign 
funds. By some estimates, private companies’ debts from offshore borrowing 
by late 1994 reached $38 billion, or over half of the government’s outstand- 
ing external debt.” The-structure of the private sector’s external debt is af- 
fec:ed by the shorter maturities and higher interest rates private borrowers 
must accept compared with government entities which have access to con- 
cessional loans. 

One of the major concerns regarding the rapid increase in short-term 
private foreign debt is that much of it is actually quasipublic (Radelet 1995). 
Hence, a significant portion of what is labelled private foreign debt is allo- 
cated to finance endeavors which are affiliated with government or state en- 
terprises. For this reason, state banks are often involved, and the projects 
financed appear to be implicitly guaranteed by the central government. This 
type of financing arrangement is usually nontransparent and only comes to 
attention when there is a large-scale failure or financial crisis. Hence, 
stronger supervision of state banks, coupled with greater discipline in “off- 
budget” expenditures is needed to maintain actual fiscal balance and to in- 
crease overall transparency. 

Both private and state commercial banks have established nonbank fi- 
nancing companies that have enabled them to circumvent legal lending lim- 
its. Bank Indonesia has cracked down on this practice and is refusing to 
issue any new licenses for these bank-related financing companies. 

Despite the dominance of the state in the financial system for much of 
the post colonial era in Indonesia, and despite the somewhat circumscribed 
role of the private sector within finance, the fact that a legitimate role for 
private banks was encoded into law under the New Order government in 
1967 and 1968 (Woo 1994, Nasution 1995a) is significant. The role of private 
and foreign commercial banks was muted during the oil boom era with the 
dominant role of the state and its credit ceilings and selective credit alloca- 
tion schemes. However, once fiscal constraints became binding in the early 
1930s, a sea change in policies occurred. The existence of private and foreign 
banks, and the radical reduction in entry restrictions made Indonesia’s fi- 
nancial markets competitive in short order. This competition forced drastic 
changes in the behavior of all banks, including the large state commercial 
banks. 





21. Public and publicly guaranteed debt reached $63.9 billion in 1994 (World Bank 1996). 
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The existence of scandals, problem loans and bank failures can be lik- 
ened to “growing pains” of the financial reform episode since 1988. Overall, 
the experiment with financial liberalization has been a great success despite 
the problems that have accompanied the reforms. The financial “growing 
pains” have been far easier to bear in an economy that is expanding by over 
7 percent per annum in real terms, than would be the case in a stagnant 
economy. ‘Al slowdown in growth, therefore, could lead to serious conse- 
quences for| Indonesian financial institutions and market participants, par- 
ticularly for: the state and private commercial banks with too many 
nonperforming assets. The ongoing deregulation of the real sector, including 
domestic and foreign trade and investment, is necessary to sustain economic 
growth. The particular sequencing of Indonesian financial and real sector 
reform may or may not have been the optimal choice (Stephenson and James 
1996) and there is room for disagreement between those like McKinnon 
(1973, 1982) that would favor more real sector reform prior to financial de- 
regulation and opening of the capital account, and those who argue in favor 
of Indonesia's approach (Thorbecke et al. 1992). I have argued that external 
developments and conditions of access to external finance have been influ- 
ential in the sequencing of Indonesian reform policies, particularly in the 
domestic financial sector. The relative success of Indonesia’s financial re- 
forms cannot be disputed and provides another case study of the significance 
of financial development for overall economic development. 
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counterparts. Vol. 1: An Overview; Vol. 2: People’s Republic of China and Mongolia; 
and Vol. 3: Lao PDR, Myanmar, and Viet Nam. 

Vol. 1: $36.00 / HB / ISBN 0-19-586602-9; 255 pp. 

Vol. 2: $50.00 / HB / ISBN 0-19-586603-7; 447 pp. 

Vol. 3: $50.00 / HB / ISBN 0-19-586604-5; 487 pp. 


URBAN POVERTY IN ASIA: A SURVEY OF CRITICAL ISSUES 

Edited by Ernesto M. Pernia 

This volume examines urban poverty in Asia in terms of its relationship with economic 
growth, urbanization, labor markets, social infrastructure, housing, and the urban 
environment. 

$38 00 / HB / ISBN 0-19-586770-X; 305 pp. 


RURAL POVERTY IN DEVELOPING ASIA, VOL. 2: INDONESIA, REPUBLIC OF KOREA, 
PHILIPPINES AND THAILAND > 
Edited by M.G. Quibria ' 
The book is a sequel to Rural Poverty in Asia: Priority Issues and Policy Options and Rural 
Poverty in Developing Asia, Vol. 1: Bangladesh, India and Sri Lanka. All volumes are devoted 
to in-depth studies on rural poverty in several Asian developing countries. 

$35 00 / PB / ISBN 971-561-047-1 / 774 pp. 








NEW TITLES from ADB — — 


GENDER INDICATORS OF DEVELOPING ASIAN AND PACIFIC COUNTRIES 

This publication is a statistical portrait of the situation of women in the developing 
member countries of the Bank. Both demographic and socioeconomic indicators are 
presented, including indicators for individual developing member countries. 

$25.00 / PB / ISBN 971-581-043-9 ; 350 pp. 





cane 


ENERGY INDICATORS OF DEVELOPING MEMBER COUNTRIES OF ADB 
Provides time-series energy data covering the Bank’s developing member countries. 
$50.00 / PB / ISBN 971-561-039-0 ; 504 pp. 


ELECTRIC UTILITIES DATA BOOK FOR THE ASIAN AND PACIFIC REGION 

Provides extensive data on electric power utilities in the Bank's developing. member 
countries. 

$55.00 / PB / ISBN 971-561-041-2 ; 899 pp. 


WATER UTILITIES DATA BOOK (ASIAN AND PACIFIC REGION) 
Presents data from 38 water utilities in 23 developing member countries. 
$20.00 / PB / ISBN 971-561-042-0 ; 156 pp. 


For information and to order, write to: 
Information Office, Asian Development Bank, P.O. Box 789, 
0980 Manila, Philippines 























NEW BOOK ANNOUNCEMENT 













CURRENT Issues iN Economic DEVELOPMENT: 


AN ASIAN PERSPECTIVE 

Edited by M. G. Quibria and J. Malcolm Dowling 
7996. Oxford University Press. 

ISBN 0-19-597759-4. 409 pp. US$50.00. 


Asian developing countries include some of the most 
cynamic economies of the world as well as some of the 
poorest. Given this intermix of both "test cases of 
development" ard "economic miracles", Asia 
provides an economic laboratory to test alternative 
theories and competitive hypotheses of growth and 
development. The Asian development experience 
yields many interesting lessons for the rest of the 
developing world and at the same time has led 
to significant rethinking in many areas of 
development economics. 

In this book, some of the world's most 
distinguished economists examine from an 
Asian point of view analytical and policy 
issues that now occupy the center stage of 
the current development debate. The much- 
discussed topic of governance is the subject 
of Paul Streeten, who provides a comprehensive review 
of the various dimensions of governance and arrives at 
provocative conclusions. Robert Barro dwells on a related but equally 
controversial theme: whether democracy is a recipe for growth in developing 
economies. Abhijit Banerjee deals with the issue of combating corruption in developing 
countries and proposes a set of radical and controversial proposals to replace the current system 
of tax collection. Basant K. Kapur analyzes the role of ethics and values in economic development 
and deplores the lack of adequate attention to these issues in the mainstream development 
literature. 

J. J. Laffont analyzes insightfully a subject of much current discussion in 
transitional and quasi-transitional economies: the regulation and privatization of natural 
monopolies. The controversial interrelationship between trade liberalization and economic 
growth is lucidly explored in the essay by Rodney Falvey. T. N. Srinivasan sheds important 
light on the impact of the Uruguay Round of multilateral trade negotiations on Asian 
developing economies, and Motoshige Itoh and Jun Shibata explore the pattern of 
interregional trade and investment in Asia. Finally, both Marc Nerlove and M. Ali Khan 
take a fresh look at the population issue, which has once again come to the forefront of 
the development debate. The former explores the intricate interrelationships among 
population growth, agricultural development, and the quality of the environment, and 
the latter provides an integrated view of the debates under the rubric of population and 
development in the last 50 years. . 

The essays are preceded by an overview by editors M. G. Quibria and J. Malcolm 
Dowling, who summarize them and put the problems in perspective. 





To order, write to: 


Information Office, Asian Development Bank 
P.O. Box 789, 0980 Manila, Philippines 
or 


Oxford University Press (China) Ltd. 
,, 18/F, Warwick House East, 979 King's Road, Hong Kong | 
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